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GUEST EDITORIAL 


The Hon. Frank Carlson, Congressman from 
Kansas spoke recently on the subject, “Taxes 
and Unemployment” before the Controllers 
Institute in New York City and it is from 
this address that we take this month’s editorial. 


i ie ERE have been several comprehensive 
studies on the post-war tax system. Two 
or three are being made by Government 
bodies; others come from unofficial, but none- 


theless, authoritative, groups. They are all 
helpful and hopeful and will receive careful 
consideration. Perhaps they take too much 
for granted in spending economies and bal- 
anced budgets, but the fact that 62 proposals 
(at the last count) have been produced is 
prime evidence of aroused taxpayers. 
Post-war taxes are getting more attention 
than any other proposed legislation in our 
history. All tax groups, whether they be 
Republicans, Democrats, right or left, labor, 
business, or agriculture, agree that expanded 
business activity and high employment are 
the twin goals of our post-war economy. 
But let’s not say that taxes in themselves 


will bring about either. The chief contribu- 


tion our tax system can make is to 


employment and business activity tli 
tax climate we can reasonably afford. 


LIVE 


best 


All of us concerned with taxation may 
well ask of tax that is now on the 
books: “Does it injure the chance oi full 
employment ?” 


each 


The excess-profits tax is marked for early 
slaughter on my list as a tax which seriously 
discourages investment in new enterprise or 
in the expansion of business. 


This tax tends to discourage the very type 
of business—that is going to make jobs— 
the enterprise that involves considerable 
risk. Surely there still is a place in America 
to make an honest gain by risking a shoe- 
string on an idea, a patent or by hard work— 
an idea that will make jobs. 


What other taxes should be reduced and 
to what degree is a round-robin argument. 
Surtaxes on personal income are too high 
and will discourage investment; the same is 
true of corporation taxes. 

The double taxation of dividends as indi- 
vidual income after they have been taxed as 
corporation income is an inequity and needs 
serious study. 


Small business needs special consi‘cra- 
tions. The big ideas of today, the core o our 
progress, came out of the little tinker s! ops 
of yesterday. More than any antitrust |. :1s- 
lation, the promotion of the welfare of s: all 
business is a guard against monopolies «nd 
social stagnation. We must, therefore. be 
certain that tax relief applies to the | -er 
brackets and small enterprises for the - xe 
of employment as well as progress. 

sy the lowest estimates, our post 


budgets are going to run $17,000,000,00 
$30,000,000,000, depending on how mucl 
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The Treasury’s Bulletin 
on Section 722 Relief 


By FRANK E. SEIDMAN 
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The author is a certified public accountant in Grand Rapids, Michigan, and his 

articles have appeared numerous times in this and other magazines. In reference 

to his subject Mr. Seidman says, “Where the fruit is the sweetest the briars 
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HE SIZE and completeness of the much 

heralded Treasury’ bulletin on excess 
profits tax relief should forever silence the 
many complaints of lack of interpretation of 
the elusive 722 provisions. It is a com- 
mendable compilation of Treasury thinking 
on the problem and goes far in answering 
many perplexing questions. Its chief short- 
coming, however, is that nearly every answer 
given appears to pose two new questions. 


An overall review leaves not only the im- 
pression of the formidableness of the task 
involved in the successful prosecution of a 
relief claim, but one is also struck by the 
negative tenor of the approach. Its bulk is 
given to suggestions and arguments against 
those likely to be encountered in support of 
a claim for relief. No doubt both effects 
were desired by the authors of the bulletin 
and understandably so, for it was primarily 
designed for employees of the Bureau, and 
may be looked upon as the Treasury’s brief 
in self-defense against over 30,000 relief 
claims involving a potential drain of twelve 
billion dollars. 


Throughout the bulletin it is repeatedly 
emphasized that every valid claim must 
prove: (1) that one or more of the factors 
set forth in Section 722 exists, and (2) that 
because of such factors, the corporation’s 
average base period net income is an in- 
adequate standard of normal earnings, and 
(3) what the fair and just amount of normal 
earnings would be when reconstructed in 
accordance with the principles of Section 


One of the most striking phases of the 
bulletin is the great stress laid upon the 
second element commonly referred to as “in- 
adequacy.” Most tax practitioners have 
assumed that, as clearly indicated in the law, 
establishment of a factor automatically im- 
plies inadequacy. However, the Treasury’s 
interpretation is less simple and much more 
far reaching. It requires proof of the ex- 
istence of inadequacy just as exhaustive as 
that of the factor. Nay, it goes farther to 
state that “Section 722 grants relief to a cor- 
poration which can establish first, that be- 
cause of certain statutory reasons, there is 
an inadequacy in its excess profits credit 

.’, thus shifting the primary emphasis 
to the element of inadequacy. The objective 
isclear. All cases establishing the statutory 
reason or factor must show that such factor 
clearly resulted in inadequate earnings. The 
inadequacy test is considered a link between 

‘The bulletin is signed by Commissioner Nu- 
nan, and while it is not incorrect to refer to it 
a a Treasury bulletin, the Revenue Bureau 


being under the Treasury, it does not have the 
effect of a Treasury Decision. 
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the factor and the ultimate relief represented 
by the constructive earnings. The absence 
of such a link denies relief even though the 
factor may be firmly established. Thus, the 
effect of decreased earnings resulting from 
a fire in 1936 may be offset by the application 
of the statutory growth formula, thereby 
automatically eliminating the inadequacy. 


The bulletin is replete with warnings that: 
(1) conditions induced by war are not normal 
whether they occurred before or after the 
end of 1939, and (2) inadequate earnings 
may be balanced out by abnormal income 
regardless of cause. 


Interruptions 


In the discussion of interruptions as a 
factor for relief, the bulletin again cautions 
against the assumption that they automatically 
mean inadequate earnings. Example: the 
bituminous coal strike of 1937 in the Ap- 
palachian coal field was in most cases counter- 
balanced by excess purchases on the part of 
consumers before the strike. 


Inadequacy must be a direct result of the 
interruption and not offset by other abnor- 
malities. Although adjustments resulting 
from improved business conditions are dis- 
avowed as an offset to inadequacy resulting 
from interruption, one of the examples cited 
cast doubt upon such disclaimer. The ex- 
ample cites: “The taxpayer’s normal oper- 
ation of a hotel property was interrupted 
during 1938 by a fire, which substantially re- 
duced its gross income from room rent in 
that year. Because of a ‘World’s Fair’ in 
1939 (an event unusual in its experience) its 
gross income from room rent was abnormally 
high. Adjustment must be made for both 
years in order to eliminate the effect of the 
fire and the ‘World’s Fair’.” Thus, the 
“World’s Fair” is considered an abnormal 
occurrence properly offsetting a hotel’s loss 
of income due to a fire in a prior year. Ap- 
parently the “Fair” is not an ordinary busi- 
ness event even though all of the hotels in 
the territory were equally affected by such 
World’s Fair while the fire injured only one 
ofthem. This interpretation appears strained 
and will not achieve an equitable result. 


Reconstruction of earnings involves all 
such adjustments as would eliminate the 
effect of the abnormal factor. In making 
the adjustments, preference is expressed for 
data based on the taxpayer’s own experience 
prior to and after the interruption, but that 
of comparable taxpayers may also be used 
after proper adjustments. For instance, if 
taxpayer’s sales during normal periods prior 
to the interruption were found to be ap- 
proximately 20 per cent above the average 
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sales of three comparable taxpayers, the tax- 
payer’s sales during the period of interrup- 
tion may be reconstructed on the basis of 
the average sales of the three comparable 
taxpayers for the same period increased by 
20 per cent. 


Temporary and Unusual Economic 
Circumstances 


The law provides relief for inadequate 
earnings as a result of temporary and un- 
usual economic circumstances. To come 
under this provision, the event must have 
been external to the taxpayer and not in- 
duced by managerial decisions. Thus, mak- 
ing a large raw material forward commitment 
followed by a sharp drop in prices is not an 
unusual “economic” event. 

Rigorous proof is required to show that 
the event was “temporary” and “unusual.” 
An illustration of what would not be con- 
sidered temporary and unusual is the general 
decline in the business of a company that 
1s a member of an industry which was de- 
clining before and during the base period, 
such as artificial ice companies, interurban 
car lines, etc. On the other hand, a tem- 
porary or unusual economic circumstance is 
involved where a taxpayer selling luxury 
goods, and having a substantial proportion 
of its customers located in an area devastated 
by the New England hurricane of 1938, suf- 
fered a temporary loss of patronage because 
of the financial hardships inflicted by the 
catastrophe on its patrons. 

An unusual combination of usual circum- 
Stances is unusual. “Temporary” is not 
measured merely by time, but also depends 
on the nature and character of circumstances. 
For instance, if the Japanese invasion of 
China interfered with the flow of raw ma- 
terials to a business during the base period, 
the fact that the interference is still in ex- 
istence does not remove the circumstances 
from the category of being temporary. 

The same event may be a cause of an 
interruption and an unusual economic ex- 
perience. For example: The New England 
hurricane interrupted the operations of a 
taxpayer whose building was demolished or 
whose power lines were destroyed; it caused 
a temporary economic depression of another 
taxpayer’s business whose customers were 
impoverished or the businesses of whose 
customers were disturbed. 

Although replete throughout with numer- 
ous illustrations, a most striking one is 
notable by its absence. One wonders as to 
the significance attaching to the bulletin’s 
omission of the famous temporary economic 
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circumstance cited in the Senate committee 
report, i. e., the price war. The reason fo; 
this omission may be the desire to minimize 
the hurricane of controversy which would 
be sure to follow any definition of a price 
war. For where, one asks, is the point at 
which severe competition yields to the price 
war? Damage to earnings following from 
competitive conditions, it is repeatedly warned. 
is not a basis for relief. However, only a 
serious lapse in the lucidity of the bulletin 
could account for the statement that ab- 
normally large earnings (which must be 
eliminated) may occur where “competitive 
practices of other members of the taxpayer's 
industry cause a diversion of a large portion 
of the demand to the taxpayer.” Thus, with- 
out qualm it is maintained that prosperity 
resulting from competitive practices may 
have to be eliminated, while loss from the 
same causes are stamped as normal and 
therefore not a basis for adjustment. 


Variant Profits Cycle 


The law grants relief for businesses whose 
profits cycle and that of their respective in- 
dustries were different from that of the 
general business cycle. 


According to the bulletin an industry rep- 
resents “all producers which compete with 
each other in selling essentially the same 
products or services in the same market.” 
Geographical location may or may not be 
a factor depending on the circumstances. 
The composition of an industry runs the 
whole gamut from large corporations being 
involved in many industries to single units 
(monopolies) representing an entire industry. 
It is easy to imagine the wide difference in 
results that may be obtained from the various 
interpretations of the limits for an industry. 
Is one company accounting for the sale ot! 
50 per cent of a certain product in the coun- 
try an industry or must it rely upon the 
conditions which affected the 100 smaller 
units which satisfied the other 50 per cent 
of the demand? 


The bulletin clears up considerable con- 
fusion generated by the statute’s interchange- 
able use of profits cycle and general business 
cycle. According to the Treasury, the 
general business cycle means the profits 
cycle of all corporations. Of course, one 
may strongly disagree with the concept that 
the general business cycle is measured by 
profits. It may develop that other cycles, 
such as sales, production, employment, etc., 
are more faithful images of the general busi- 
ness cycle. One must, however, feel relieved 
by the fact that, for better or worse, a stand 
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has been taken and for the time being 
“that’s it.” 

In each case, three sets of cycles are really 
involved: (1) the taxpayer’s own profits; (2) 
the industry’s profits; (3) profits of all cor- 
porations. The bulletin implies that the 
average of the 18-year period 1922 to 1939 
would in many cases represent normal and 
that ordinarily no cycle case exists if the 
base period average earnings of the taxpayer 
exceed this 18-year average. This 18-year 
period must, however, be cleansed of all ab- 
normalities before application. The earnings 
data for the industry and the taxpayer must 
also be corrected for change in size of the 
industry or taxpayer and similar factors so 
as to insure comparability with the base 
period. The Treasury considers the 1930- 
1933 depression as having been a major de- 
pression which offset prior major prosperity 
and that it was free from war influences. 
Many will question both of these conclusions. 


In discussing cycle cases, there is com- 
plete absence of reference to the building 
industry in the bulletin. However, in a rul- 
ing subsequently issued (Mim. 5806), it is 
stated that exploratory studies by the Bu- 
reau indicate that “industries in which cor- 
porations were characteristically depressed 
in the base period because of a variant profit 
cycle are likely to be found chiefly in the 
building and closely related fields.” 


There is no discussion whatever in the 
bulletin as to variant profit cycles of “related” 
industries. Does lack of reference to connected 
industries mean that only actual data for in- 
dustries mean that only actual data for indus- 
tries, as such, will be considered? Must a 
window sash manufacturer have earned the 
same rate of profits of all other window sash 
makers for the 18 years, and would his reliance 
on building activity as suggested in the regu- 
lations be of no avail? 


Reconstruction is to be effected by the sub- 
stitution of normal earnings of a limited 
period prior to the base period. In those 
cases where this is found impossible, then 
use of the extended 1922-1939 period is 
suggested. 


In using the 1922-1939 period, constructive 
earnings are determined by raising the actual 
base period earnings of the taxpayer to the 
level of normal as computed by the relation- 
ship of its base period earnings to its 18-year 
average earnings. The latter relationship is, 
however, limited also to that shown by the 
industry. If the divergence between tax- 
payer and industry is large, then further 
analysis and proof are necessary as to the 
cause for the discrepancy. 


The Treasury’s Bulletin on 722 


Of substantial importance is the bulletin’s 
discussion of the profits cycle for “all cor- 
porations.” After the bulletin was issued, 
Mim. 5807 was released containing statistics 
of income for the years 1918 to 1939. See 
addendum on page 253. On the basis of 
these figures the base period average is 15.5% 
higher than the 18-year average. However, 
the Treasury takes strong exception to this 
figure and by making certain adjustments 
for tax exempt income, capital gains, divi- 
dends, etc., the base period average is shown 
to be 6.6% below the 18-year average. Ac- 
cordingly, the implication is left that the 
base period and the 18-year average are 
comparable and the latter’s use as normal 
is reasonable and even grants some concession. 


In contrast to “profits cycle” relief, the law 
also affords relief to taxpayers who, in con- 
junction with their industries, normally ex- 
perience irregularly high profit years and 
where such good years were absent or less 
favorable in the base period. 


No example is cited in the bulletin of such 
an industry, but the regulations mention in 
this connection the juxtaposition of a good 
crop and a good market leading to the belief 
that sporadic profits may be expected in the 
agricultural industry. It should be noted 
that the jagged fluctuations must be normal 
to both the taxpayer and the industry, and 
that high profit years must occur with mod- 
erate frequency and be entirely normal. Their 
peculiarity lies merely in their unpredictability 
from the point of time. 


Reconstruction involves adjustment for 
the absence or inadequate representation of 
high profit years in the base period. One 
method includes the choice of another repre- 
sentative period. Another method, especially 
appropriate in cases also showing a long 
term upward or downward trend, is to find, 
over an extended period, the average of the 
excesses of the high profit years over the 
adjacent group of years and apply such 
average to the base period average. 


As “change in character of the business” 
is by far the most widely applicable relief 
provision, about half of the bulletin is given 
over to a discussion of its many aspects. In 
contrast to the other provisions which seek 
to remove subnormalities, the main objective 
here is to compensate for beneficial changes 
the effect of which was not fully realized 
in the entire base period. These include the 
failure to realize normal earnings in the base 
period because of commencement of busi- 
ness, or changes in the character of the busi- 
ness, immediately prior to or during the base 
period. 
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Commencement means actually engaging 
in business activities rather than the mere 
creation of a corporate entity. Completion 
of organizational activities just prior to the 
end of the base period, together with pur- 
chase of a business site and machinery, will 
be considered sufficient for “commencement”, 
even though there were no sales until 1940. 


Basic Changes 


Changes in character must be such as to 
produce “a marked, basic and lasting dif- 
ference in the nature of the operations of the 
business which results directly in a 
substantially higher level of normal earn- 
ings.” Per contra, usual and routine changes 
or technological improvements such as are 


continually being effected in business con- - 


stitute no basis for relief. But where does 
“usual” end and “basic” begin? Sometimes 
a change in the flavor or packaging of a 
product spells the difference between suc- 
cess and failure. Is this a basic or a routine 
change? The bulletin contains few indica- 
tions of the limits between a usual and a basic 
change. One element of a basic change is, 
however, very definite—it must result in sub- 
stantially higher earnings. 


The weighing of the effect of the change 
on earnings must include consideration of 
its adverse effects. For example, “the open- 
ing of a new theatre in a city where the 
taxpayer operated several other theatres may 
cause a higher level of earnings due to the 
addition of the new theatre. Comparison of 
the operation of the older theatres before 
and after the opening of the new theatre may 
show a substantial decline in admissions and 
earnings for the older theatres. The in- 
creased level of earnings to be attributed to 
the change must take into account the ad- 
verse effects on earnings of the older 
theatres.” In this connection one is in- 
trigued by the possible answer to the question 
“What if the old theatres were owned by a 
separate corporation (even of the same 
parent) would it have to reduce its base 
period credit?” 


More clarifying and helpful is the recog- 
nition that economic effects may have obscured 
an increased earnings level flowing from the 
introduction of a change. For example, as- 
sume that the year 1938 was a good year 
and the year 1939 was a poor year for the 
type of business under consideration. Earn- 
ings for 1939 may be less than for 1938 even 
though a new and profitable product was 
introduced in 1939, The increased level of 
earnings created by the introduction of the 
new product may have been offset by the 
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decline in earnings due to the less favorable 
economic conditions in 1939, 





Changes in Operation or Management 


Again only substantial changes in opera- 
tion or management are factors for relief. 
such as switches from ordinary to assembly 
line production; from distribution through 
retailers to sales through agents, brokers, 
etc. To be a basis for relief, the changes 
need not necessarily have resulted from 
acts of the taxpayer. 


Although an ordinary change in cost of 
raw material does not meet the test, a radical 
change such as elimination of freight charges 
or elimination of its own haulage system, 
due to discovery of a raw material supply in 
the vicinity of the plant will be a sufficient 
change to warrant consideration. On the 
other hand, if the reduction in cost resulted 
in lower selling prices, there is no increase 
in earnings level and therefore no relief. 


A change in management involves not only 
a change in key personnel, but a change in 
basic management policies as well. The 
latter view is an important one as many an 
increase in earnings level finds its origin in 
the intangible change in management policy. 


Different Products or Services 


To be entitled to relief because of different 
products and services the nature of the oper- 
ation must be different before and after the 
change, and in addition must produce a 
higher earnings level. Product or services 
are different if there exists a difference in 
markets or production methods. Trade opin- 
ion is a controlling factor. 


Except for the effects of the “commitment 
rule” later referred to, reconstruction for new 
products must be based on capacity existing 
by December 31, 1939. Thus, if earnings 
from the new products did not reach normal 
by the end of 1939 and assuming they are 
reconstructed to a higher level by proof of 
existence of a market, ability to compete, 
etc., the projected higher level is limited to 
the actual capacity for production then ex- 
isting. Projection of sales for two years 
does not carry with it the assumption of 
additional capacity that would have been 
built. For example, a taxpayer establishes 
that it changed the character of its business 
in 1938 by the addition of a new product to 
its line of manufactured goods. Its annual 
output of the new product at the end of the 
base period amounted to 1,000,000 units. The 
taxpayer also establishes, by applying the 
push-back rule, that had it made the change 
in 1936 it would have sold 6,000,000 units of 
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the new product in 1939. However, the tax- 
payer’s facilities to make the product had a 
capacity of only 4,000,000 units per year at 
the end of the base period. In this case re- 
construction is limited to an amount based 
on 4,000,000 units per year, notwithstanding 
the fact that it conclusively showed it could 
have sold 6,000,000 units in 1939. 


Difference in Capacity 


Like all changes in character, changes in 
capacity must be substantial, permanent and 
yield higher earnings. Unlike other changes, 
capacity changes may have been effected 
after January 1, 1940, provided they have 
been committed for prior to that date. This 
is known as the “commitment rule.” Capacity 
for production is defined as the ability of 
a plant to perform under conditions usual 
and normal to it, the production processes 
required in the manufacture of its products. 
In estimating capacity the consideration of 
bottlenecks is essential. Thus, a textile 
manufacturer may install new looms which 
substantially increase its capacity to weave 
cloth. If its business is to produce and sell 
cloth in a finished and dyed state, an in- 
crease in weaving capacity will not increase 
the capacity of the business unless there is 
also an increase in finishing and dyeing 
capacity or unless unused capacity for these 
operations already exists. 


Capacity for production generally pertains 
to manufacturing establishment while capacity 
for operations covers selling or service or- 
ganization. 


Capacity for production increases through 
(1) addition of new facilities, (2) enlarge- 
ment of existing facilities, (3) utilization of 
latent productive facilities, (4) increase in 
working capital. 


Additions should show up as increases in 
the fixed asset accounts and must not be 
mere replacements. Enlargement must in- 
crease capacity, e. g. “the addition of a ware- 
house to a plant is not necessarily a change 
in character of the business. Such an addi- 
tion probably would have little or no effect 
on the productive capacity of the plant and 
would hardly result in an increased level of 
earnings.” Does this imply that substantial 
savings in warehousing charges do not con- 
stitute a change in capacity for operation? 


Latent capacity means hidden capacity to 
be brought out by technological develop- 
ment. This is to be distinguished from ex- 
isting idle unused capacity. Thus, the 
development of high speed cutting tools 
which would permit a faster operation of 
machines would probably result in the 
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utilization of latent productive capacity. The 
utilization of idle capacity may be illustrated 
by a company which owned two plants, only 
one of which was being operated. During 
1939 the idle plant is put in operation. No 
increase in capacity resulted. 


Increase in working capital may increase 
capacity for production. For example, a cor- 
poration’s business operations may be limited 
by insufficient working capital to finance cur- 
rent activities. Capital stock issued and out- 
standing is increased from $1,000,000 to 
$1,500,000 by the sale of additional stock for 
cash and working capital thus increased to 
take care of increased working capital re- 
quirements. 


Commitment to a course of action for an 
increase in capacity prior to January 1, 1940, 
but, effected after that date, is a basis for 
relief provided it can be shown that (1) there 
was a material change in position as a result 
of the action, (2) there was the intent to in- 
crease capacity, and (3) withdrawal from the 
commitment would result in substantial 
detriment. 


Difference in Capital Ratio 


Differences in capital ratio must also be 
substantial and involve the conversion of 
borrowings into capital. In such cases the 
interest deduction in the base period is de- 
creased by the amount paid on borrowed 
capital retired by December 31, 1939. To be 
a basis for relief the change in capital must 
alter the character of the business, e. g., a 
taxpayer reduced its average borrowed 
capital from $100,000 to $90,000, resulting in 
a decrease in its annual interest charge from 
$5,000 to $4,500. The taxpayer is not con- 
sidered to have changed the character of 
its business by reason of this nominal change. 
To constitute a change in character, an annual 
interest deduction which is substantial in 
relation to the net income must be materially 
reduced as a result of the change in the 
nature of the capital employed. 


The Theory of Reconstruction 


Reconstruction for a change in character 
of the business is predicated upon normal 
operations of the taxpayer. In some cases 
the taxpayer may never have experienced 
“normal” operations, thus making reconstruc- 
tion particularly difficult. However, certain 
principles are laid down which are helpful 
in the determination of normal. Thus, the 
problem is divided into (1) the finding of 
normal operating conditions, and (2): the 
method of arriving at income reflecting such 
normal operating conditions. 
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Ascertainment of normal operating condi- 
tions must be sought with certain basic 
principles in mind, i. e. (a) normal earnings 
must be based upon normal operation for 
the entire base period, (b) reconstruction 
must be limited to the basis or factor as it 
existed actually or constructively on De- 
cember 31, 1939, and (c) normal earnings 
must be reconstructed in the light of the 
normal conditions as they actually existed 
in the base period. 


The bulletin stresses that only the qualify- 
ing changes themselves are the basis for 
relief and no other changes that might have 
flowed from them. Post-1939 facts while 
usable to prove the nature of a change may 
not be used in reconstruction. Post-1939 
capacity even when committed for prior to 
1940 must be actually in use if one is to be 
permitted to reconstruct earnings that would 
have been normal in the base period—a very 
sound requirement. 


Normal Earnings and 
Equitable Earnings 

One is impressed with the vigor with 
which the bulletin advances the concept of 
normal earnings as being equitable earnings 
evolved against the background of the eco- 
nomics of the base period. This view will be 
particularly unpalatable to those who con- 
tend that 1936 to 1939 did not comprehend 
a “normal” period in our economy. 


The determination of normal operating 
conditions rests upon (1) internal operating 
conditions inherent in the nature of the tax- 
payer, (2) general market conditions and 
demand, and (3) the taxpayer’s competitive 
position. 

Internal operating conditions include the 
size of the business, the technique of pro- 
duction ot method of operation, the type and 
quality of the product or service furnished, 
and the methods of marketing and distribu- 
tion. _Other important internal operating 
conditions are the nature and efficiency of 
plant or machinery, the location of the plant 
with respect to markets and sources of supply, 
and the managerial policies of the taxpayer. 

General market conditions and demand in- 
clude all influences determining prices. Thus, 
normal market conditions require the analysis 
of (a) quantities sold, (b) prices received, 
(c) elasticity of demand. While only actual 
market conditions in the base period may 
be used, illustrations are given to show how 
the push-back rule may or may not be used 
to deviate from actual, e. g., a manufacturer 
developed and produced in 1939 a new and 
radically improved coal stove which was 
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more efficient, ran for a longer period of time 
with one firing, burned a cheaper grade of 
coal, and was less expensive than existing 
coal stoves. By December 31, 1939, the tax. 
payer, because of plant development diff- 
culties, produced and sold a number of stoves 
far less than the orders which it had received, 
Likewise, because of insufficient time in which 
to acquaint the consumers with the merits 
and advantages of the stove, demand which 
could be said to be normal had not yet been 
activated. Although the push-back rule can- 
not be used to modify the general market 
conditions under which the stove must be 
sold, the push-back rule can be utilized in 
order to establish the demand for this par- 
ticular coal stove which would have existed 
had it been introduced two years earlier. 
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Whether the December 31, 1939 market 
conditions or actual market conditions of 
each base year are to be used depends upon 
the nature of the demand relative to general 
market conditions. Normal base period con- 
ditions must be based upon actual demand 
for each of the four years in industries with 
stable demand, i. e., meat packing and cotton 
textiles, as well as in those which are still 
growing, i. e., radio industry. There is, how- 
ever, One type that could use December 3], 
1939 demand for the entire base period and 
that is a member of a new industry making 
a new product, and having been in the de- 
velopment stage in the base period. Here 
the push-back rule may be used, e. g., assume 
that certain types of new and superior cold 
water paints were developed during the base 
period. A promotional period was necessary 
to obtain public acceptance, to demonstrate 
the superiority of the paints, and to prove 
their uses. During the development period 
the demand for these paints steadily in- 
creased until by December 31, 1939, the de- 
mand was larger than it had been at any 
previous time. The use of actual total sales 
during the base period would thus not reflect 
normal operating conditions for the tax- 
payer. The demand during the base period 
may therefore be predicated upon the de- 
mand existing as of December 31, 1939. Even 
in this case, however, care must be taken to 
distinguish between the increase in demand 
created by the new product and the previ- 
ously existing demand for paint, a portion 
of which the cold water paint would be able 
to capture and supply. Insofar as the latter 
demand is concerned, conditions during each 
of the base years must be taken as they 
actually existed. 
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Having determined the taxpayer’s efficiency 
and the general market conditions there re- 
mains to be ascertained his competitive posi- 
tion or share of the market. Two approaches 
are offered to this end. The first applies 
to new and not well established members of 
an industry and involves a_ prospective 
analysis which would be similar to one made 
by a smart business man before he embarks 
upon a new venture. The second method 
applies to those who show that they have 
attained, by December 31, 1939 actually (or 
constructively through the use of the push- 
back rule) a certain position in the industry 
without disruptive competition or by re- 
placing someone else. Under these circum- 
stances it may be assumed that the percentage 
of the demand held by the taxpayer on De- 
cember 31, 1939 would have been so held 
by him throughout the base period. Many 
examples are cited. The analysis is ex- 
haustive and the proof is exacting. One 
wonders whether the proof of any claim could 
actually come near literally satisfying the 
bulletin’s stringent tests. Apparently it was 
quickly forgotten that it was the universal 
complaint of the impossibility of satisfying 
the Treasury’s demanded proof that led Con- 
gress to enact the new 722 which it thought 
was a broadening of the previous relief 
provisions. 


The “Push-back” Rule 


To this point, discussion covered the theory 
of reconstruction of normal earnings. Prac- 
tical reconstruction involves first the deter- 
mination of the level of normal earnings 
reached by the end of 1939 by use of the 
push-back rule, followed by subjection of 
such constructive 1939 normal earnings level 
to the normal operating conditions for the 
entire base period. This should result in 
normal earnings for the entire base period. 


In the application of the push-back rule 
the Treasury makes a most important dis- 
tinction. While this rule gives the taxpayer 
two additional years of experience, it is de- 
signed, according to the Treasury, to enable 
him to overcome initial difficulties and is not 
designed to continue his growth for such 
additional period. Reconstruction under this 
tule is to be made only by those who have 
not reached their normal earnings level by 
the end of the base period as a result of a 
factor entitling them to relief. It appears that 
the use of this rule would be denied to those 
showing uninterrupted growth and below 
normal earnings at the end of the base 
period, if at the same time it is shown that 
the initial difficulties have been overcome. 
The push-back rule may be applied sepa- 
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rately to the several elements entering the 
determination of normal earnings such as 
competitive position, sales, prices, or costs 
of sales, or various items of cost and ex- 
penses, all involved in overcoming initial 
difficulties. 


The steps involved in reconstruction are 
the translation into money of the various 
elements going to make up normal earnings 
against a background of normal operating 
conditions. In doing this, strong reliance is 
recommended first on the taxpayer’s own 
data and experience, next on data from com- 
parable concerns and lastly from industry 
data and basic economic sources. Con-. 
sistency is not required, i. e., sales may be 
reconstructed as the basis of the taxpayer’s 
experience, while cost may be based on those 
of a competitor, if there is a similarity of 
processes, 


The bulletin evidences a distinct predilec- 
tion for ratios based on capital investment 
as the most significant general measure of 
earning power. It also considers the most 
desirable method of reconstructing net in- 
come, that which involves reconstruction of 
each individual item of income and deduc- 
tion. However, in the absence of detailed 
accounts or where over-all operating results 
may be reflected by another part of the tax- 
payer’s business or of a competitor, then the 
use of certain gross or even net profit ratios 
may be availed of. The ratios must be 
checked for reasonableness with the tax- 
payer’s over-all prior experience, with the ex- 
perience of similar taxpayers, or that of the 
industry. Very cogent are the explanations 
of the presumptions underlying the various 
methods of reconstruction and the critical 
examination of the applicability and réason- 
ableness of these presumptions to the case, 
e. g., in using a ratio of gross profit to dollar 
sales of another concern, care must be taken 
that the manufacturing processes of such 
other concern are the same as those of the 
taxpayer and that the underlying assump- 
tions as to the relationship of costs, selling 
price, and volume are correct. 


How the Push-back Rule Works 


the end of the base period assuming com- 
mencement of business two years before 
actual date of beginning. This rule may be 
used only after a test shows that it will pro- 
duce a higher earnings level than was actu- 
ally achieved by the end of the base period. 
It is, therefore, necessary to examine into 
the taxpayer’s operations at the close of the 
period. 

Operations at maximum capacity and no 
sign of excessive inventories would suggest 
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normal production and sales and no push- 
back would apply. Excessive initial cost or 
wide price differentials may be gauged by 
comparison with competitors. Where ap- 
plicable, comparison is also'advisable with 
other units of the same taxpayer, e. g., in 
the case of a taxpayer which operated a chain 
of stores and which qualified for relief by 
adding new retail outlets throughout the 
base period, it may be possible to draw in- 
ferences from the history of other stores 
as to the normal rate of growth and the 
length of the normal development period for 
new stores. 


Where sales show maturity, only opera- 
tional inefficiency due to recency of estab- 
lishment will be reconstructed. These include 
excessive raw material wastage, extraordinary 
returns or allowances, high machinery re- 
pairs, high promotion costs, etc. 


In many cases of adequate experience a 
taxpayer may nevertheless not have attained 
a normal level of sales, production, costs, etc. 
This may show in the taxpayer’s annual 
operations and progress, especially where he 
is ahead of the industry. Where this is the 
case, application of the push-back rule through 
projection of the trend of earnings is not 
sufficient as “it hides many pitfalls”. In- 
stead, the bulletin prefers the more reason- 
able approach of analyzing those factors 
with respect to which progress was under 
way, and the weighing and measuring the 
progress of each separately. 


Lack of Industrial Statistics 
Cause of Claim Failure 


Where the change was made late in the 
base period, there is troubie because of the 
lack of even “pitfall” perforated experience. 
One must then try to find a comparative, 
“preferably concerns which commenced busi- 
ness approximately two years before the 
taxpayer.” If one such is found, then the 
claimant must almost prove exact identity 
before relief may be had. Apparently the 
Treasury forgets that its own ease of access 
to other people’s financial affairs is not en- 
joyed by the ordinary taxpayer upon whom 
rest the heavy burden of proof. In this 
connection one may venture the observation 
that the lack of statistics as to industry and 
comparatives will perhaps be the greatest 
cause for claim failures. Obviously small 
corporations, the objects of congressional 
solicitude, will be the greatest sufferers, a 
result not in keeping with the times and 
practically irreconcilable with the bulletin’s 
own definition of “sympathetic administration” 
as a “fair, reasonable and intelligent adminis- 
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tration designed to afford to those taxpayers 
which establish their right to relief the fyj 
measure of relief available under section 722” 





Invested Capital Corporations 


A taxpayer, which came into existence 
after January 1, 1940, must compute its ex. 
cess profits credit on the basis of invested 
capital. 
apply to those taxpayers which may use the 
income credit, the new post-January 1, 194) 
corporations (and some foreign corpora- 
tions) have been provided with special relief 
provisions. To be entitled to relief, a new 
corporation must show either that: 





1. its type of business depends on in- 
tangibles which do not enter into cal- 
culations of invested capital. Illustrative 
are patents, copyrights, trademarks, 
secret formulas, franchises, etc., all de- 
veloped by the taxpayer or its pre- 
decessor and not included in invested 
capital. In such cases it must be 
demonstrated that: 


a. the taxpayer’s type of business earns 
much more than 8% on capital, and 
b. that the intangible is necessary for 


the type of business and that it pro- 
duces the greater earnings; 


or that 





2. its business does not require invested 
capital such as service corporations 
which do not qualify as “personal serv- 
ice corporations”; or that 


3. its business has an abnormally low in- 
vested capital because of some unusual 
circumstance peculiar to itself and not 
common to the other members of the 
industry. Merely large earnings on 
invested capital do not mean the latter 
is abnormally low, for this may be true 
of the whole industry. The situation 
must be peculiar to the taxpayer, i. e., 
where plant and equipment have been 
under lease at a low rental or there 
has been a maldistribution of capital, 
i. e., $25,000 equity and $1,000,000 bor- 


rowed capital. 


The problem of reconstruction for a post- 
1939 corporation is essentially similar to the 
one faced by a corporation which began 
business late in 1939. There are certain 
principal rules, however, to be followed 
such as: 


1. The business will be considered begun 
on December 31, 1937 for push-back 
purposes. Adjustments for variant or 
sporadic cycles will be recognized 
where applicable to an industry. 
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No attention will be paid to the rate of 
development, as all of it is presumed 
to be attributable to the war. 


Post-1939 events may be used for the 
purpose of proving the basis for relief 
but not for reconstruction. 


Miscellaneous Problems 


The bulletin winds up with a summary of 
its solutions to many aspects of reconstruc- 
tion that have bedeviled practitioners. The 
more interesting ones are: 


1. A member of one industry cannot have 
a variant and also sporadic profits cycle. 


Relief on multiple bases is possible. 


The growth provision may be used in 
proper cases where reconstruction 
shows true growth (and not merely 
earnings growth) which was not ade- 
quately taken into account in recon- 
struction. This is a _ far-reaching 
concession. In no case, however, may 
this formula be applied in variant cycle 
cases. 

. Use of the 75% and deficit rule is pro- 
hibited—an interpretation with which 
many will disagree, especially where in 
reconstruction, only one year was 
changed. 


A taxpayer may claim relief for both 
abnormalities in the base’ period in- 
come (722) and abnormal income in 
the excess profits years (721) if the 
facts warrant. Abnormal income al- 
located to base years is not considered 
in reconstructing base period earnings. 
However, where in case of exploration, 
discovery or development, relief is ob- 
tained under 722, the abnormal 721 in- 
come otherwise attributable to the base 
years must remain in the excess profits 
year and be subject to excess profits 
tax. 


Constructive base period net income 
must be adjusted for income tax, un- 
distributed profits tax, declared value 
excess profits tax as well as the other 
adjustments required to actual base 
period net income, such as: capital 
gains, losses, dividends received, etc. 


And last, but not least, come the cases of 
fiscal year taxpayers whose base periods 
ended after December 31, 1939. Their lot 
is not a particularly happy one, because the 
portion of the year after January 1, 1940 must 
be purged of all war effect even when the 
relief sought was with respect to the first 
base period year, e. g., a taxpayer, with a 
November 30 fiscal year had a strike in 1937 
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which forms the basis for a claim for relief. 
In determining the constructive average base 
period net income, it is not sufficient merely 
to eliminate the effects of the strike. The 
statutory prohibition bars the use of the 
actual earnings from January 1 to November 
30, 1940. Instead, there must be recon- 
structed for this period a substitute net income 
representing earnings which the corporation 
as of December 31, 1939, could reasonably 
have expected to earn in this period under 
normal operating conditions, uninfluenced by 
the war economy. 


Post 1939 Occurrences 
an Academic Basis 


Post-1939 occurrences, but within the base 
period, are a basis for relief. But this is 
largely academic as reconstruction will sel- 
dom be possible because of the inadmis- 
sibility of post-1939 events. To illustrate, 
assume that the taxpayer, with a base period 
ended November 30, 1940, had an unusual 
strike during September and October 1940. 
Since the strike occurred during the base 
period, it may be considered in determining 
whether there is an inadequacy in the actual 
average base period net income. In deter- 
mining the constructive average base period 
net income, however, the strike and the 
actual income after December 31, 1939, are 
both disregarded. Thus, in eliminating the 
effect of the strike, normal earnings for the 
eleven months in 1940 are reconstructed by 
also eliminating any effects of the post-1939 
war economy. 

Post-1939 base period experience is also 
disregarded in the application of the push- 
back rule. Such actual earnings are replaced 
by the constructive earnings levels which 
were normally expected to have been reached 
by the end of the base period under the 
push-back rule, e. g., assume that the tax- 
payer, with a base period ended November 
30, 1940, changed its capacity for production 
on October 1, 1939. Assume that as a re- 
sult of this change it reached an actual earn- 
ing level of $100,000 by November 30, 1940. 
Assume it can be shown that on the basis of 
the development of the additional capacity 
by December 31, 1939, and without regard to 
conditions existing after that date, the earn- 
ing level that normally would have been 
reached by November 30, 1940, would have 
been $75,000. Assume further that had the 
change been made two years earlier (on 
October 1, 1937), the taxpayer could not 
reasonably have expected under normal con- 
ditions to reach by November 30, 1940, an 
earning level any greater than $75,000. Under 
these facts the average base period net in- 

[Continued on page 253] 
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Death Taxes e« «© e« e¢ 
and Closely Held Business 


By JONATHAN C. BUNGE 


Mr. Bunge is an attorney in La Crosse, Wisconsin. His previous article, “An 

Analysis of Powers of Appointment,” appeared in the issue of April, 1944. He 

writes of estate tax subjects from intimate knowledge coupled with practical 
experience in handling such matters. 
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YVERY owner of a substantial interest 
E in a family or closely held business 
would do well to consider the effects of the 
death of a business associate, or of himself, 
upon the business and on his estate. Estate 
and inheritance taxes have so increased in 
recent years as to become a prominent factor 
in all estate planning. The estate of an 
owner of a substantial interest in a family 
or closely held business is particularly vul- 
nerable to such taxes. Because of the nature 
of such an asset the estate taxes involved 
may not only endanger the estate of such 
owner, but also the continuance of the busi- 
ness involved. 


Many individuals exert rare ability and 
foresight in the building and protection of 
a business, often with the expectation or 
purpose of leaving it to a son or other 
favored individuals. Failure to consider the 
consequences of their death or the death of 
an associate may entirely defeat their pur- 
pose and bring their efforts to naught or 
pass the business to their son under a stag- 
gering obligation for taxes. The purpose of 
this article is to point out the most prevalent 
dangers of such situations and discuss their 
avoidance. 


There are two factors in relation to the 
ownership of such an asset on death that, 
taken together, severely increase the hazard 
to the estate involved as compared to the 
presence of other assets. These factors are, 
first, the valuation of such assets, and, sec- 
ond, the unsaleability or lack of market. 
There are many accompanying circumstances 
involved, such as continued control of the 
business or loss of a valued contributor to 
the success of the business, which further 
complicate the situation and often add seri- 
ously to the impact of the tax burden. 


We believe it may be said that in a great 
majority of cases, the ownership in the closely 
held business is the greatest proportion of 
the estate. Also, it is usually the asset which 
the owner is most desirous of preserving 
for his heirs or his associates. In such cases 
all other assets may have to be exhausted 
to retain the interest of a closely held busi- 
ness, the value of which is uncertain, or such 
ownership itself sold to pay the tax. It is 
usually very difficult, if not impossible, to 
borrow substantial sums of money upon an 
interest of this character, particularly if the 
owner may have been one of the principal 
contributors to the company’s success. 


Many persons no doubt feel that the other 
assets of their estate, that is liquid assets, 
will be sufficient to pay any tax liability 
without endangering their interest in such 
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a business. However, the fact remains that 
the estate may well have to pay a tax on a 
valuation which has no relation to the sale 
of such an asset. 


This is of particular importance at this 
time. There is at present the likelihood of 
a much greater valuation being placed upon 
the stock of a close corporation or the good 
will of a partnership, by reason of unusual 
profits enjoyed in recent years as a result 
of war time conditions. Profits or earning 
power being one of the principal determina- 
tions of the value of such an asset, certainly 
these recent profits will be reflected in the 
valuation and consequently the tax assessed 
upon such an asset. Thus, at the present 
time, the estate may now find itself obli- 
gated to pay a tax on such an asset several 
times that which was anticipated several 
years ago. 


In valuing stock of a close corporation, 
consideration is usually given to the com- 
pany’s net worth, earning power, dividend 
paying capacity, and other relevant factors. 
Among other methods of valuation, one of 
them, for purposes of example and probably 
the simplest, is the straight capitalization 
method where average net profits are capital- 
ized at a specific rate, as, for example, 10 or 
15 percent, to arrive at the total value of 
corporate stock. Thus, if a business enjoys 
profits of an average of $50,000 for a specific 
number of years and the rate is determined 
at 12% percent, the total value of the com- 
pany would be $400,000. 


Good will, represented by excess earning 
power, may be included in the valuation of 
the assets underlying the stock. All cir- 
cumstances of the case must be taken into 
consideration in determining the rate of re- 
turn upon tangible assets and capitalizing 


the remaining earnings. For example, in 
one business the fair rate of return on assets 
may be 8 percent. On others it may be 
considerably in excess thereof. It is the 
balance of the earnings over this percentage 
contributed to tangible assets that constitutes 
good will. 


If the “Income Tax Method” were used 
in the example above quoted, and the aver- 
age profit were $50,000, and if, for example, 
a percentage of 8 percent were allowed on net 
tangibles, and the tangibles of the company 
were $100,000, good will would be determined 
as follows: 8 percent of the tangibles or 
$8,000 would be deducted from the profit of 
$50,000. The balance of the profit, or 
$42,000, would be capitalized at a fixed rate, 
as, for example, 10 percent, and added to the 
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value of the tangibles. Thus, the value of 
the stock would be $520,000. This formula 
has been used for the newspaper business, 
using the average earnings of five preceding 
years and capitalizing the remainder at 15 
percent. 


These examples are given not in an effort 
to indicate with accuracy the valuation that 
may be placed upon any particular business, 
but to demonstrate the effect of substantial 
profits during the past several years on such 
valuation. 


No Ready Market 


The result of high valuation and tax is 
that the estate of such an owner may have 
to sell its interest in the closely held busi- 
ness in order to pay the tax, with no ready 
market for such sale. Such interests are, 
as everyone knows, difficult to sell advan- 
tageously even under no compulsion of sale. 
The very size of such an interest, for which 
there is no ready market, means, usually, 
prospective purchasers are limited. Often 
the owner was the operator of such a busi- 
ness, or one of the principal operators, and 
thus only others in the same line of business 
feel’ capable of conducting the business and 
justified in purchasing such an interest. 


Furthermore, usually the control and man- 
agement of such a business are vested in 
one or a relatively few persons. There being 
no ready market for a minority interest, few 
persons are interested in buying such an 
interest in the absence of control. If the 
ownership of the deceased is less than a 
majority the purchaser will find himself at 
the mercy of the majority owners. If the 
ownership is a majority or greater, the pur- 
chaser will insist upon such majority at 
least. The estate is then given the alternative 
of selling all its interest under such unfavor- 
able circumstances, or to retain an unde- 
sirable minority interest at the mercy of the 
purchaser. The net result is that the estate 
is in the position of having to sell a sub- 
stantial interest under the most unfavorable 
circumstances and with the fewest possible 
buyers in order to pay a tax levied on a 


valuation fixed under equally unfavorable 
conditions. 


Various harmful results may accrue to 
others as well as the estate of such deceased 
owner. One of the commonest forms of 
close corporation control is between brothers. 
The death of one such brother with the re- 
sultant sale under these circumstances, may 
well result in the control of the business 
passing into the hands of third persons who 
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to the exclusion of the surviving brother. pad 
Likewise, a son may well be divested of con- closely 0% 
trol in the family corporation, the building § pusiness 
of which he has contributed to for many other ni 
years. " fg liauid as 
$ 50, 
One Asset Constituting Large oe 
Portion of Estate 500, 
These same principals apply to the owner- 900, 
ship of any substantial asset which constitutes 1,600, 
a large proportion of the estate of an in- 2,600, 
dividual, for which there is no ready market. | 
Thus, large blocks of real estate in one’s One 7 
estate are subject to the same hazards. techon 
Likewise, one of the principal elements of “ry 5 
the value of real estate is its rental, now at oil I 
the highest level in many communities by ante 
reason of war time conditions. To put it upon st 
another way, the estate of such person may the tax 
have to pay a tax on the highest conceivable §f ;; also 
valuation, in the terms of rentals, which in § minimiz 
turn may compel the sale of such asset under § method 
the unfavorable conditions of any other § estate 1 
forced sale. As we have seen, a partnership — 
is also subject to the same hazard by reason cevest i 
of the element of good will. ticular! 
In attempting to provide liquid assets for } interest 
the payment of death taxes, it should be kept J his 
in mind that those same assets are in them- light . 
selves subject to estate tax. Thus one must § ‘eres 
not only provide liquid assets sufficient to pay a 
the tax on the substantial interest, or un- “all 
liquid asset, but there must be sufficient to ing for 
pay the tax on the liquid assets themselves. 
In order to provide a clearer guide as to High 
what sums must be made available in dif- Ss 
ferent sized estates, we have prepared a table Lack 
showing the sum that must be available in As > 
order to preserve, tax free, unliquid assets § two fz 
valued at $50,000, $100,000, $300,000, $500,000, § of an 
$900,000, $1,000,000, and $2,600,000. value, 
To determine the tax needs of a particular _. 
estate, in order to avoid the sale of unliquid the va 
assets, all such assets should be totaled in | They 
reaching the figure in the first column. The § prob} 
second column gives the tax on such amount § death 








and the third column contains the amount 
that must be available in cash or the equivalent 
to protect the assets in the first column tax 
free. We have added $10,000 arbitrarily to 
the last column in each instance, upon the 
theory that every owner would want at 
least such sum in addition, as homestead or 
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for other cause. These computations are, Tt 
of course, estimates of estate tax liability. ever, 
They do not include state inheritance tax. valu: 
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Value of in- Amount of 
terest in liquid assets 
closely owned necessary to 
business and pay tax on 
other non- Column 1 
liquid assets. plus $10,000. 


$ 50,000 $ 10,000 
100,000 22,000 
300,000 85,764 

172,475 
371,135 
800,000 

1,751,538 


Estate Tax 


on 
Column 1. 


4,800 
62,700 
126,500 
266,500 
546,000 
998,200 


One of the common methods of estate pro- 
tection has been the use of life insurance. 
Life insurance for estate tax purposes is 
subject to the same tax rate as any other 
asset. It is apparent from the above that one 
must keep in mind the tax that must be paid 
upon such additional insurance as well as 
the tax upon the estate. We believe that it 
is also apparent that a judicious effort to 
minimize the value of one’s estate by proper 
method is most effective if not essential to 
estate planning. 


In view of the unliquid nature of an in- 
terest in a closely held business, it is par- 
ticularly important that the owner of such 
interest consider the effect of death taxes 
on his estate and on his associates in the 
light of how he wishes to dispose of this 
interest. Questions of control and man- 
agement of the business should be considered 
and provided for. Efforts in this respect, 
however, may be defeated without provid- 
ing for the effect of estate tax. 


High Valuation and 
Lack of Liquidity 


As we have séen, the problem consists of 
two factors: first, unusually high valuation 
of an unliquid asset in relation to its sale 
value, and second, lack of liquidity which 
makes the sale of such asset, if possible at 
all, undesirable and usually at a penalty to 
the estate or the associate of the deceased. 
The most obvious way of meeting both these 
problems is by disposing of the asset before 
death, and under such circumstances that it 
will not be taxable as part of the estate of 
the owner. A careful, continuous plan of 
giving away such interests will often do 
much to minimize the effects of the estate 
tax. The desirability of such method de- 
pends upon many factors which we cannot 
pretend to cover here. 


The disposal of such interest by gift, how- 
ever, may not avoid the problem of over- 
valuation of such an asset. A gift tax would 
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be payable on the transfer of such asset on 
the same basis of valuation as exists for 
estate tax purposes. Thus, in the instance 
of a business which may be at its highest 
valuation because of war time profits, a 
gift tax may actually be paid in excess of 
what the estate tax would be several years 
later when such profits have ceased. Gifts 
of assets which may be expected to in- 
crease in value are particularly effective, as 
a savings is made by reason of both rate 
and valuation in such cases. 


The desirability of limitation of valuation 
is apparent from the above table. The owner 
is reasonably sure of the maximum liability his 
estate may have for taxes, at least insofar 
as an increase might result from substantial 
profits. Using our previous example, if the 
owner of the interest valued at $500,000 were 
to limit valuation of the asset by gift or 
other method at $300,000, his estate would 
need $85,764 instead of $172,475 to keep such 
interest free from tax obligations. Need- 
less to say, the difference in tax cost may 
well mean the preservation of ownership of 
such business for his family or associates. 


In some instances the problems of over- 
valuation and liquidity have been met by 
placing the stock (in the instances of cor- 
porations) involved upon the exchange. The 
theory is that the actual sales of such security, 
which might determine its value for tax pur- 
poses, would much more nearly represent 
the true value of such stock and be less apt 
to reflect temporarily high profits. Further- 
more, a market for the disposition of such 
stock, or a portion of it, if it were neces- 
sary to sell part to pay the tax, would thus 
be provided. The valuation of large blocks 
of stock, which, because of their size, would 
bring less than sales of smaller proportions, 
is reflected in the “blockage” theory of ap- 
praisal, recognized by the Treasury Depart- 
ment. Of course, there are many other 
factors in placing the stock on the exchange 
that should be weighed before any company 
would wish to take such action. 


The giving of an option to purchase such 
an interest is also an effective method of 
limiting the value for tax purposes. There 
are a number of decisions to the effect that 
such options are conclusive as to valuation. 


See Wilson v. Bowers, 57 Fed. (2d) 682; 
Bensel v. Com., 100 Fed. (2d) 639. Also, 
Estate of A. D. Childs v. Com., June 30, 1943, 
T. C. Docket 111548, where the fair market 
value of stock was $100 per share but the 
value for federal tax purposes was set at 
$10 per share by reason of an outstanding 
option at such amount. 
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A recent decision in the Estate of James H. 
Matthews v. Com., March 28, 1944, 3 T. C. —, 
No. 66, placed certain restrictions and limita- 
tions on the use of an option in determining 
value for federal tax purposes. If an option 
did not determine value and the asset was 
not purchased by the option holder, the 
estate would be in the same position as if 
no option had been executed, with respect 
to both value and liquidity. 


An additional method of protection would 
be the entering into of a purchase contract 
for the stock between the associates, or the 
owner and such person as he would wish to 
have the stock after death. Such a con- 
tract, if properly made, is conclusive as to 
valuation. Also, it can be on such terms 
as to assure payment of the tax and the 
ultimate disposition of the stock to such per- 


sons as is in the best interests of the com. 
pany and consistent with the wishes of the 
owner. 


We believe it should be emphasized that in 
all cases the consideration of primary im. 
portance is the wishes of the owner in the 
disposition of his property. We do not be. 
lieve that the saving of estate tax alone 
should, in most cases, be permitted to over- 
ride the desires of the owner as to the control 
and disposition of his property. The fact 
is, however, and it is this in which we are 
principally interested, failure of the owner 
to consider the effect of the estate tax on 
interests of this nature may well defeat his 
desires as to control and disposition, and 
jeopardize his estate. It is to avoid this 
result that the owner should consider the 
problems herein discussed. [The End] 
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Commissioners of Internal Revenue (1862-1945) 


GeorGE S. BOUTWELL, of Massachusetts, 
from July 17, 1862, to March 3, 1863. 

JosepH J. Lewis, of Pennsylvania, from 
March 18, 1863, to June 30, 1865. 

Wii1AM Orton, of New York, from July 
1, 1865, to October 31, 1865. 

Epwarp A. Ro.iins, of New Hampshire, 
from Nov. 1, 1865, to March 10, 1869. 

Co_uMBus DELANO, of Ohio, from March 
11, 1869, to January 2, 1871. 

Joun W. Douctass, of Pennsylvania (Act- 
ing) from November 1, 1870, to Janu- 
ary 2, 1871. 

ALFRED PLEASONTON, of New York, from 
January 3, 1871, to August 8, 1871. 
JoHN W. DovuctAss, of Pennsylvania, 

from August 9, 1871, to May 14, 1875. 

DANIEL D. PRAT, of Indiana, from May 
15, 1875, to July 31, 1876. 

GREEN B. Rau, of Illinois, from August 
2, 1876, to April 30, 1883. 

Henry C. Rocers, of Pa., (Acting) from 
May 1, 1883, to May 10, 1883. 

Joun J. KNox, of Minnesota, (Acting) 
from May 11, 1883, to May 20, 1883. 
WALTER EVAns, of Kentucky, from May 

21, 1883, to March 19, 1885. 

JoserpH S. MILLER, of West Virginia, from 
March 20, 1885, to March 20, 1889. 
Joun W. Mason, of West Virginia, from 

March 21, 1889, to April 18, 1893. 

JosepH S. MILLER, of West Virginia, from 
April 19, 1893, to November 26, 1896. 

WIiLiaMm St. JOHN ForMAN, of Illinois, 
from Nov. 27, 1896, to Dec. 31, 1897. 

NaTHAN Bay Scort, of West Virginia, 
from January 1, 1898, to February 28, 
1899. 


GEORGE W. WILSON, of Ohio, from March 
1, 1899, to November 27, 1900. 

Rost. WIiLtiAMs, Jr., of Ohio, (Acting) 
from November 28, 1900, to December 
19, 1900. 

Joun W. YERKES, of Kentucky, from De- 
cember 20, 1900, to April 30, 1907. 

Joun G. Capers, of South Carolina, from 
June 5, 1907, to August 31, 1909. 

Roya E. CABELL, of Virginia, from Sep- 
tember 1, 1909, to April 27, 1913. 

WILLIAM H. Ossorn, of North Carolina, 
from April 28, 1913, to Sept. 25, 1917. 

DANIEL C. Roper, of South Carolina, from 
September 26, 1917, to March 31, 1920. 

WiLuiAM M. WILLIAMS, of Alabama, from 
April 1, 1920, to April 11, 1921. 

MILLARD F. WEsT, of Kentucky, (Acting) 
from April 12, 1921, to May 26, 1921. 

Davip H. Bratr, of North Carolina, from 
May 27, 1921, to May 31, 1929. 

Robert M. Lucas, of Kentucky, from June 
1, 1929, to August 15, 1930. 

H. F. Mires, of Washington, (Acting) 
from Aug. 15, 1930, to Aug. 20, 1930. 
Davin BurRNET, of Ohio, from August 20, 

1930,.to May 15, 1933. 

Press_ty R. BALDRIDGE, of Iowa, (Acting) 
from May 15, 1933, to June 5, 1933. 
Guy T. HELVERING, of Kansas, from June 

6, 1933, to October 8, 1943. 

RosBert E. HANNEGAN, of Missouri, from 
October 9, 1943, to January 22, 1944. 
Haroitp N. Graves, of Illinois, (Acting) 
form Jan. 23, 1944, to Feb. 29, 1944. 
JoserH D. NuNAN, Jr, of New York, 

from March 1, 1944, to date. 
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Some additional facts and information 
regarding the Elliott case which was 
analyzed in the December issue. 


The Petitioner’s Side of the Elliott Case 


By H. A. MIHILLS 


THE ARTICLE appearing in the Decem- 

ber issue entitled “Whittling Down the 
Elliott Case” by Victor R. Wolder, appears 
to me as generally meritorious containing 
as it does a comparison of some of the leading 
cases on the question of proper year of accrual 
of amounts subsequently refunded or can- 
celled in a later year where the taxpayer has 
previously taken a deduction in its tax return, 
against which the refund applies. In the 
E. B. Elliott case the correct payment for 
electric current purchased from the Florida 
Power & Light Company was involved, the 
years affected being 1933 to 1939, inclusive. 
However, different conclusions and facts 
from those stated in the article are present, 
as will be discovered by reference to the 
decision in the E. B. Elliott Company, 45 
Bf. AnSe. 


The December article has correctly described 
the nature of the proceedings which resulted 
ina refund made to the petitioner in 1939 
by the Florida Power & Light Company 
covering excess charges made for electric 
current purchased in each of the years 1933 
to 1938, inclusive. It has, however, incor- 
rectly stated the basis of contention advanced 
by petitioner before the U. S. Board of Tax 
Appeals, which proceeding was confined to 
the year 1934. The fifth paragraph of the 
article states: 


“The taxpayer endeavored to have the in- 
come included in the earlier year because the 
statute of limitations had run against the 
Commissioner concerning any additional in- 
come tax for the earlier year.” 


The sixth paragraph of the article is equally 
Wrong in stating that: 


“After reviewing almost every case on the 
subject up to that time the Board of Tax 
Appeals, in a learned decision, concluded 
that the income of the earlier year should 





not be adjusted but that the refund should 
be included in the later year when it was 
actually received.” 


I can understand how the author could 
have misunderstood the peculiar ramifications 
of the E. B. Elliott case, leading to his mis- 
quoting from the decision, because it was a 
most novel case, both from the standpoint 
of presentation, and of the decision itself. 
It was a divided decision, with Member Kern 
writing the majority opinion, with three dis- 
senting opinions, joined in by three other 
members of the Board. 


The petition originally filed with the Board 
of Tax Appeals contained no issue relating 
to the deductibility of payments made for 
electric current purchased, and it was not 
until preparation was being made for trial 
on the original issues that any thought was 
expressed of seeking an interpretation of the 
1939 refund question by raising it directly 
in a proceeding involving only the year 1934. 


In the course of preparation for trial on 
the year 1934 (the only year before the 
Board), a casual question was raised by the 
petitioner as to the proper treatment of the 
refund received from the Power Co. in the 
year 1939, which refund carried with it a 
statement of allocation as to the earlier years 
when the electric current payments were 
made, 1933 to 1938, inclusive. I was then 
informed by the taxpayer that a request for 
opinion on the matter had been directed to 
the Internal Revenue Agent in Charge; the 
Technical Staff; and one of the Tax Services, 
and that in each instance a different opinion 
was given, one holding that the refund in 
its entirety was taxable income in the year 
1939, when received; and another opinion 
was to the effect that since the refund pay- 
ment in 1939 was pursuant to a final deci- 
sion of the Court entered in 1938, directing 
a computation of the amount of the refund, 





Mr. Mihills of the firm of Ernst & Ernst of Washington, D. C., wrote us, com- 
mending Mr. Wolder’s article generally but pointing out certain facts Mr. Wolder 
couldn’t know. Accordingly, we turned Mr. Mihills’ letter into this article. 
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such court order should be taken as the time 
of accrual of refund income. Having in mind 
that one of the years involved in the refund 
was the year 1934, which year was then 
before the Board of Tax Appeals on other 
issues, we conceived the idea of attempting to 
have the Board determine at the earliest pos- 
sible date the time when the 1939 electric 
current refund should be taxable, otherwise 
years before 1939 would be outlawed before 


that year could be reached by a Revenue 
Agent. 


Additional Issues 


The next step taken was to prepare and 
file an amended petition with the Board, 
raising the following additional issue: 


“Respondent has allowed a deduction of 
illumination expense in excess of the amount 
legally required to be paid.” 


The right to raise the new issue was sup- 
ported by the following statement of fact: 


“That petitioner has deducted an excessive 
amount for illumination expense paid to the 
Florida Power & Light Co. during the year 
1934, and respondent should have disallowed 
that portion of the expense so deducted which 
was subsequently, in 1939, refunded to peti- 
tioner pursuant to final adjudication of a 
proceeding pending in the courts throughout 
the period 1933 to 1938, inclusive.” 


The amount paid to Florida Power & Light 
Co. for the year 1934, and deducted by the 
taxpayer in its income tax return for that 
year, was $9,141.83. Counsel for the respond- 
ent opposed the filing of an amended petition 
raising this new issue, particularly in view 
of the fact that it was stated on behalf of 
the petitioner, at the outset of the trial, that 
the deficiency proposed by the respondent for 
the year 1934 in the ninety-day deficiency 
letter should be increased to give effect to 
the reduction of the electric bill deduction 
for that year. It was stated by counsel for 
the respondent that the rules of the Board of 
Tax Appeals did not provide for any arrange- 
ment wherein the petitioner might seek an 
increase of a deficiency proposed by the re- 
spondent. The presiding member commented 
from the bench that this presented a most 
unusual and novel situation, and the first 
time he had ever heard of a petitioner seek- 
ing to have a proposed deficiency increased. 
For this reason he decided to take the ques- 
tion under advisement, to rule later upon 
this rule of procedure. It was pointed out 
on behalf of the petitioner that each of the 
remaining taxable years, 1934 to 1938, inclu- 
sive, were still open, and further adjustment 


210 








not barred by the statute of limitations. The 
year 1933 was, however, closed, but in that 
year the petitioner had sustained a loss jp 
excess of the amount of refund of its illu- 
mination expense for that year. Several of 
the following years, in fact, showed losses. 


It will be noted by reference to page 7 of 
Member Kern’s opinion that “anything un- 
usual in the taxpayer’s request to have its 
taxes increased for the taxable year 1934 is 
explained, obviously, by a desire not to have 
the entire sum refunded in 1939 treated as 
gross income received in that year.’ This 
obviously presents an entirely different sit- 
uation than attempted to be described by 
Mr. Wolder as “an endeavor on the part of 
the taxpayer to have the income included in 
the earlier year because the statute of limi- 
tations had run against the Commissioner 
concerning any additional income tax for the 
earlier year.” As previously stated, the only 
year barred by the statute of limitations was 
a preceding year, 1933, which could not come 
before the Board. The Board did, however, 
conclude, page 11 of its opinion, that “To 
the extent that these deductions may be ad- 
justed in the light of our present knowledge 
of the invalidity of the rates and the conse- 
quent refund, this should be done; but where 
the statute of limitations sets up a bar to such 
correction, the refund for those years must be 
treated as income when received.” 


Chairman Murdock’s Opinion 


The novelty of the entire question was 
further emphasized in the dissenting opinion 


of Chairman Murdock by the following state- 
ment: 


“The issue of whether the taxpayer should 
be required, at its own instance, to pay more 
tax than the Commissioner seeks to collect, 
is a false issue and whatever is said in decid- 
ing it must necessarily be obiter. The real 
question which the petitioner wants us to 
decide is that the refund was not income 
when it was received in 1939. But that ques- 
tion cannot be decided here.” 


The statement of Mr. Wolder in paragraph 
6 of his article, previously quoted herein, is 
incorrect both in the statement of fact, and 
in the inference that the issue was decided 
against the petitioner, and for that reason 
was not appealed. Instead, the issue was 
decided in favor of the petitioner by allocat- 
ing the 1939 refund retroactively to all pre- 
vious years except the barred year 1933, but 
including the taxable year 1934 which was 
being contested before the Board, and some 
net loss years. 
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The immediate result accomplished by the 
taxpayer was to have the deficiency origi- 
nally proposed for the year 1934 by respond- 
ent, in the amount of $1,533.31, increased to 
the amount of $1,756.44. The following 
years 1935 to 1938 would thereafter be ad- 
justed in the same manner by increased tax- 
able income to the extent required by a 
reduction of illumination expense for the 
respective years. The ultimate result intended 
to be accomplished for the taxpayer was 


related to the years 1934 to 1938, inclusive, 
thus establishing a substantial tax benefit 
over the period as a whole. Obviously the 
petitioner had no reason to appeal this deci- 
sion, which was in its favor. I later learned 
that the Commissioner was in favor of the 
method of tax adjustments which we ob- 
tained, even though it was not consistent 
with previous Bureau practice, established 
largely by a great conflict of decisions, as 
Mr. Wolder has aptly pointed out. It was 
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actually accomplished by eliminating from 
the year 1939, at the much higher tax rates 
then prevailing, that part of the refund which 


probably for that reason that the Commis- 
sioner did not appeal the Board decision in 
the Elliott case. [The End] 


TAX SAVING WHICH MAY COME 
ABOUT IN TEXAS 


Gums speculation is rife in tax circles in 
‘J Texas as to the future course the 


Supreme Court of that state may take in 
cases presented to it involving life insurance 
and its taxability under the Texas Inherit- 


ance statute. This was brought out recently 
by Mr. B. G. Mansell of Fort Worth at the 
Fort Worth Trust Council in a discussion 
of the decisions in Davis v. Magnolia Petro- 
leum, Blackman v. Hansen and Lang v. Com- 
Misstoner. 


Each of the three cases involved proceeds 
of life insurance on the husband’s life, taken 
out and paid for with community funds dur- 
ing marriage and payable to the surviving 
wife. 

In the Davis case the Texas Supreme Court 
held such funds to be the wife’s separate 
property, but that case involved no inherit- 
ance tax question. 


In the Blackman case such funds were held 
to be community property for inheritance 
tax purposes. That case was tried on an 
agreed statement of facts. Mrs. Hansen, 
payee under the policies, did not claim sole 
ownership of the money, as she might have 
done under the Davis case. Hence the Texas 
Supreme Court was authorized to choose 
only between the two theories presented, 
viz: (1) The State’s theory that the entire 
fund was a part of the husband’s gross 
estate for tax purposes, and (2) Mrs. Han- 
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sen’s theory that only one-half thereof 
should be so considered. The court sus- 
tained Mrs. Hansen’s theory; and its opinion 
to that extent was correct under the pecu- 
liar circumstances of the case, and does not 
conflict with the Davis case. 


But our Supreme Court went further. It 
held that Article 7117, Texas Revised Civil 
Statutes, was borrowed from the Federal 
Estate Tax Statute and that it had to be 
construed as the United States Supreme 
Court had construed the identical Federal 
Statute in the case of Lang v. Commissioner. 
Assuming that the United States Supreme 
Court in the Lang case had held such funds 
to be community property, our Supreme 
Court felt itself bound to hold with refer- 
ence to the Hansen funds. In so doing, our 
court misconceived the true holding of the 
Lang case. There the United States Su- 
preme Court held that it must respect the 
decisions of the Washington State Supreme 
Court to the effect that the Lang funds were 
community property under the state law and 
apply the federal estate tax law accordingly. 
If the Washington state decisions had made 
the Lang funds the wife’s separate property 
as our Supreme Court had done in the 
Davis case, then the United States Supreme 
Court, following the state law, would have 
held the Lang funds to be the wife’s separate 
property and tax free. 
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A summary of important 1944 tax decisions. 


— have been many interesting de- 
velopments in taxation during the year 
1944. Government cooperation with the tax- 
payer has smoothed many a tax difficulty. 
This is evidenced by the extensions of time 
in the matter of release of powers of appoint- 
ment, the qualification of pension trusts and 
the deductions allowed for war losses. And 
in November, the Bureau issued the long 
awaited explanation of policy in connection 
with Section 722, “Bulletin of Instructions 
Guiding Administrative Officers.” The Gov- 
ernment has been proceeding slowly but 
cautiously on this matter, and perhaps wisely 
so. It is known that many of the relief 
claims are “nebulous” and without founda- 
tion. Some of the claims are most dramatic, 
in fact their preparation called for ingenuity 
of imagination as well as “dreamatics.” 

During 1944 we have also seen the rise in 
the debt of the United States to an amount 
unprecedented in the history of the country. 
All of which portends the maintenance of 
relatively high taxes and the seeking of new 
sources of revenue and with the possible ex- 
ception of a federal sales tax these seem 
exhausted. 

Our concern here, however, shall be with 
the work of the judicial bodies. Thousands 
of tax controversies were presented to, and 
tried by, our governmental adjudication units 
and we might say in passing that the addi- 
tional revenues obtained for the Treasury 
through tax decisions in favor of the govern- 
ment were by no means insignificant; but 
since a review of all these cases would prob- 
ably defeat its purpose, we have selected 
those 1944 decisions of the courts and the 
Tax Court which we believe are important, 
unusual and indicative of a trend in tax 
adjudication. 

As a preface to such a review, it would 
not be amiss for us to consider a few general 
pointers, which every tax practitioner should 
constantly bear in mind. One of these in- 
volves the problem of proper timing and 
mechanics. Even though the outcome or 
result of a particular procedure may be 
proper, nevertheless, the courts have held 
again and again, that the timing and me- 
chanics must be followed exactly, and any 
deviation, however slight and apparently 
unimportant, may constitute sufficient grounds 
for a holding against the taxpayer. 
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KNOW THESE DECISIONS! 


By PETER GUY EVANS 


The second problem involves a careful, 
exhaustive study and consideration of all the 
points affecting the present as well as the 
future tax liability before a transaction is 
entered into. 

Still another which all of us should know, 
is the established maxim of the law—‘The 
substance, and not the form of the transac- 
tion controls.” The courts no longer base 
their decisions on the form, but rather on 
the substance of the transaction, especially 
in matters of tax procedure, the purpose of 
which is to effectuate tax savings. This is 
true even in cases where there is a technical 
letter for letter compliance with the law. 

Finally there were many good decisions 
rendered by the courts but there were also 
a few weak ones. One or two have been 
closely decided, for example, the 5 to 4 
decision in November 1944, in the McDonald 
case. The previous 5 to 4 decision involving 
taxes was rendered in June 1943 in the famous 
Virginian Hotel Corporation case. 

In our arrangement we have followed 
subject matter in alphabetical order, for in- 
stance, our first case, the Dixie Pine Products 
Co., comes under the subject of accruals. 

Dixie Pine Products Co. v. Commissioner, 
64 S. Ct. 364; 44-1 ustc J 9127. A question 
often confronting taxpayers is that of de- 
termining the proper time for deducting 
taxes which are accruing but which are not 
being paid currently because of contest by 
the taxpayer. In 1936, the state of Missis- 
sippi held that a certain solvent used by the 
taxpayer was gasoline and assessed a tax 
which was paid. Immediately suit, was in- 
stituted to restrain collection of any and all 
future taxes; the taxpayer was upheld by the 
state supreme court. While litigation was 
still pending the taxpayer accrued some 
$21,000 for such tax—but never paid same— 
on its corporate income tax return for 1937. 
In December 1938, a final decree for the 
taxpayer was entered by the state trial court 
and affirmed by the state supreme court. 
Consequently, the taxpayer never had to pay 
the accrual. This final decision being handed 
down in the taxpayer’s favor in 1938, the 
taxpayer accordingly included the sum of 
$21,000 as income in its return for the year 
1938. The Supreme Court disallowed the 
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The author is a certified public accountant and an attorney, a member 


of the New York and the Federal bars. 


He lectures on taxation 


at Columbia and New York universities and also at the Rhode Island 
State College, where he is chairman of the Institute on Federal Taxa- 


tion. 


Mr. Evans is also tax editor of the magazine Trusts and 


Estates, for which he conducts a monthly column, Current Federal 
Tax Notes. He is also co-author with Mr. Halperin of the tax guide 


booklet, For Personal Income Tax. 


deduction for 1937. It held that the accrual 
could not be deducted, where a liability is 
contingent and is being contested, until such 
liability is finally adjudicated against the 
taxpayer. 


Commissioner v. Guaranty Trust Company 
of New York, C.C.A.-2, Aug. 4, 1944; 44-2 
ustc ¥ 9435. Corporate dividends declared 
prior to the death of the decedent but pay- 
able in the future to stockholders of record 
on dates which fell after his death are in- 
come taxable to the decedent rather than 
his estate, as amounts accrued up to the date 
of his death under Sec. 42, of the Revenue 
Act of 1938. Whether such dividends are 


Know These Decisions! 


so accruable should not be determined by 
the law of corporation’s domicile because 
the question is one of federal law calling 
for a uniform tax rule throughout the country. 


Bad Debts Deductible When Main 
Asset of Debtor Lost 


Alfred H. Chapin, et al. v. Hassett, 53 Fed. 
Supp. 830; 44-1 ustc §9204. Taxpayers 
were equal owners of stock in real cstate 
corporation. In addition, each made ad- 
vances equal to about the amount of the 
investment. In 1937, a mortgage on last 
remaining property was foreclosed and tax- 
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payers claimed loss for monies advanced 
based on the theory that such loss of the 
building was the identifiable event relating 
to the worthlessness of their claims against 
the corporation. The court held that the 
loss is deductible in 1937 when the corpora- 
tion lost its main asset. 


Claridge Apartments Company v. Commis- 
stoner, 65 S. Ct. 172; 44-1 ustc J 9532. The 
Supreme Court held that the basis of prop- 
erty for income tax purposes as well as for 
depreciation, acquired in connection with a 
Sec. 77B bankruptcy reorganization, prior to 
September 22, 1938 (effective date of the 
Chandler Act), does not have to be reduced 
by the amount of debt cancellation. The 
requirements of the bankruptcy law, provid- 
ing for such reduction became effective on 
September 22, 1938, but were held not retro- 
active and it is not the intention to reopen 
closed proceedings. 


Basis for Gain or Loss— Securities 


Alice H. Burrage v. Hassett, Dist. Ct., Nov. 
20, 1944; 44-2 ustc J 9520. In 1931, taxpayer 
created trust of securities with right to re- 
quest distribution of trust corpus. In 1933, 
the grantor made such a request. In 1936 
and 1937, she sold some of these securities 
for less than her cost, but for more than 
their market value as of date of reacquisition. 
She reported losses based on her costs. The 
district court held that basis for computing 
gain or loss on the sale of reacquired securi- 
ties is grantor’s original cost. The taxpayer 
retained the right to request return of secu- 
rites; she did not divest herself of all interest 
therein. 


Tennessee Consolidated Coal Co. v. Commis- 
stoner, C.C.A.-6, Dec. 4, 1944; 44-2 ustc 
{ 9528. Where corporation bought in its 
own bonds prior to maturity at less than par 
value, the court held that the gain so real- 
ized is taxable. The bonds were not sur- 
rendered to the trustee controlling a sinking 
fund set up for the retirement for the bonds. 
However, the tax court properly inferred 
from the evidence that such bonds were pur- 
chased for retirement. 


Harold D. Greenwald v. United States, Ct. 
Cls., Nov. 6, 1944; 44-2 ustc 7 9501; Govt. 
will not appeal. The taxpayer sued to re: 
cover overpayments of income taxes for 
1935 and 1936 on bonuses figured on the 
corporation’s profits which were greatly in 
excess of true profits for such years. 
corporate profits were exaggerated as a re- 
sult of its auditor’s falsification which was 
not discovered until 1938. In 1938 and 1939, 
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the taxpayer also an officer of the corpora- 
tion, repaid the amount of the erroneoys 
bonus payments received in the earlier years, 
The court allowed recovery of overpayments 
and pointed out that the receipt of the bonus 
payments as originally figured was due toa 
mistake of fact and rejected the Commis- 
sioner’s contention that such receipts were 
income because the taxpayer had a “claim 
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Capital Loss Deduction on for ne 
Sale of Assets ating Ic 
Joseph Nemerov v. Helvering, 139 Fed. (2d) ong 
690; 44-1 ustc 79128. In 1929, taxpayer Act 
advanced all the capital for a business ven- eeee : 
ture in a de facto corporation which con- sales 
tinued to operate, beginning with 1931, only long-te 
from further advances of taxpayer to make There 
up the weekly deficits. This continued until tended 
1933 at which time operations ceased and all wie, te 
assets passed into hands of taxpayer. Such at the | 
assets were sold by the taxpayer in 1936. aime 
If taxpayer’s advances were loans he could carryo 
not wait until he disposed of the assets to 
charge off the debt. Consequently his de- Com 
duction for 1936 is limited to a capital loss J 141 Fe 
based on the difference between the value  teés, 
of the assets in 1933 when he acquired them f due th 
from the corporation and what he realized §} ducted 
for them on sale in 1936. prope! 
Thomas W. Lamont v. Commissioner, 3 gp 
T. C. 1217; CCH Dec. 14,084; NA. Tax- of — 
payer in 1937 was a member of the partner- sted 
ship of J. P. Morgan & Co.-Drexel & Co. ep 
His share of partnership income for 1937 de 
was about $65,000. During the year the thie be 
partnership sustained a capital loss of over va 
$1,800,000, after giving effect to Sec. 117(a) de 
of the Revenue Act of 1936. To the extent the di 
of $2,000 this capital loss was reflected in 
figuring the net income of the partnership ” 
and the taxpayer’s distributive share therein. Clair 
In 1937 the taxpayer individually realized a §} and 
capital gain of $131,000 and suffered a capital 
loss of $76,000. The Tax Court held that Lin 
a partner’s distributive share of capital losses State. 
of the partnership can be applied against the The 
partner’s individual gains. (Such partner- re 











ship losses were not allowable to the part- 
nership because of the limitation of Sec. 


117(d) of the Revenue Act of 1936.) 
Cooperstown Corporation v. Commissioner, 

C.C.A.-3, Aug. 30, 1944; 44-2 uste § 9453; 

Sup. Ct., Cert. denied, Nov. 13, 1944. In 
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The 1937, the taxpayer filed a capital stock tax J it w 
return, paid the tax due and took a deduc- was 
tion in its income tax return for 1937. Based cour 
on the ground that it was not engaged in by | 
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it was not sent to taxpayer. 


business in 1937, the taxpayer filed a claim 
for a refund of capital stock tax paid. Upon 
receiving the refund in 1939, the taxpayer 
reported it as income in its 1939 income tax 
return. Where the year 1937 is open an 
adjustment must be made by disallowing 
the deduction in that year rather than by 
treating the refund as income for 1939. 


Moore, Incorporated v. Commissioner, 4 
T.C. No. 49, CCH Dec. 14,251. A corporate 
net operating loss of the calendar year 1941, 
for determining the carryover as a net oper- 
ating loss deduction for the calendar year 
1942, is to be determined under Sec. 122(d) 
(4), as amended by Sec. 150(e) of the 1942 
Act. Under such amendment all capital 
losses and all capital gains are treated to- 
gether without regard to whether they are 
long-term or short term gains or losses. 
There is no indication that Congress in- 
tended that the net operating loss carryover 
was to be figured under the law effective 
at the time such net loss was suffered. This 
may result in larger credits under the code’s 
carryover provisions for many taxpayers. 


Commissioner v. John F, Lewis, Jr., et ux., 
141 Fed. (2d) 221; 44-1 ustc 9 9176. Trus- 
tees, in arriving at the distributable income 
due the taxpayers, life tenants of trust, de- 
ducted the carrying charges on unproductive 
property owned by the trust. Since both the 
Pennsylvania state law and the terms of the 
iter vivos trust provided for the payment 
of carrying charges on unproductive realty 
out of the general trust income, such charges 
are properly deductible under Sec. 162(b) 
of the Revenue Act of 1936, in ascertaining 
the income distributable to the life benefi- 
ciaries. (Commissioner contended that such 
charges were corpus charges and disallowed 
the deduction.) 


Claim for Refund Must Be Certain 
and Timely Filed 


Lincoln Cotton Mill Company v. United 
States, 53 Fed. Supp. 309; 44-1 ustc § 9130. 
The 1935 return filed by the taxpayer con- 
tained the notation “Paid under protest and 
refund demanded,” entered opposite the 


amount of tax shown to be due. After ex- 
piration of statutory period, the taxpayer 
filed a claim for refund on Form 843 without 
making reference to such notation. How- 
ever, the revenue agent’s report of audit 
recommended an overpayment but a copy of 
This report 
was not approved by the Commissioner. The 
court of claims held that the claim is barred 
by Sec. 322(b)(1) of the Revenue Act of 


Know These Decisions! 


1936 on the ground that such notation lacked 
form and certainty and did not constitute 
such informal claim as might be legally 
amended after the statutory period. 


Commissioner v. C. C. Harmon, 65 S. Ct. 
103; 44-2 ustc 7 9515. By legislative enact- 
ment, effective July 29, 1939, Oklahoma 
adopted an optional community property 
law, providing that it become operative only 
when election to come thereunder is made 
by the spouses. On October 26, 1939, the 
taxpayer and his wife, domiciled in the state, 
filed such written election. Accordingly, 
they filed separate returns for 1939, wherein 
each reported one-half of the income re- 
ceived by them in November and December, 
1939. The Supreme Court held that since 
the law creates a consensual rather than a 
legal community, the income cannot be di- 
vided between the spouses for federal income 
tax purposes. The opinion states, “the im- 
portant fact is that the community system 
of Oklahoma, is not a system, dictated by 
state policy, as an incident of matrimony.” 


Raytheon Production Corp., v. Commissioner, 
C.C.A.-1, July 28, 1944; 44-2 ustc J 9424; 
Sup. Ct., Cert. denied, Nov. 20, 1944. Re- 
ceipts in settlement of a damage suit under 
the Federal anti-trust laws, charging loss of 
business goodwill through cross-licensing 
agreements, are taxable income in full in 
absence of any proof of cost or other basis 
of the goodwill claimed to have been destroyed. 


Alphonzo E. Bell Corporation v. Commis- 
stoner, C.C.A-9, Oct. 11, 1944; 44-2 ustc 
7 9476. Taxpayer received $225,000 as its 
share of a lump sum payment of $450,000 
made in settlement of an action for wilfull 
and fraudulent extraction of oil and gas from 
taxpayer’s property which was leased to an- 
other. Since the settlement referred to 
factors totally unrelated to production of oil 
and gas on its property, and the arrange- 
ments between the taxpayer and the lessee 
show no dependence upon such production, 
the money so received by the taxpayer is not 
gross income from oil property upon which 
depletion allowance can be taken. 


Lamson Building Company v. Commissioner, 
141 Fed. (2d) 408; 44-1 ustc §9251. The 
lessor under a 75-year lease is allowed de- 
preciation on the ostensibly shorter useful 
life of the building rather than the term of 
the lease, despite the fact that the lessee was 
bound to replace the building if destroyed. 
The Tax Court opined that taxpayer (lessor) 
was a sublessor, being the 99-year lessee 
of three lots on which it incurred the cost 
of erecting a building. Subsequently, the 
property was sublet under the 75-year lease. 
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Depreciation Deduction with 
99-Year Lease 


Alaska Realty Company v. Commissioner, 
141 Fed. (2d) 675; 44-1 ustc J 9256. A lessor 
who owned and had all its capital invested 
in buildings and equipment under a 99-year 
lease, renewable forever, is entitled to a 
deduction for depreciation, including obso- 
lescence, even though the lessee agreed to 
keep property in good repair and to replace 
all or any part thereof whenever required. 
Such lease did not provide that lessee was 
obligated to pay the lessor at end of lease 
for any losses sustained through deprecia- 
tion, nor an obligation to return property 
of the same value as originally leased. 


Expenses of Election Campaign 


Not Deductible 


Michael F. McDonald v. Commissioner, 65 
S. Ct. 96; 44-2 ustc 19516. Ina close, 5 to 
4 decision, the Supreme Court held that no 
deduction will be allowed for federal income 
tax purposes for political party assessment 
and expenses incurred by an interim judge, 
seeking election to that office. The Court’s 
conclusion was based on three grounds: (1) 
disallowance as business expense—the ex- 
penditures did not clearly come within the 
purview of Sec. 23(a)(1)(A) of the Internal 
Revenue Code, as they constituted an outlay 
to earn money in the future; (2) disallow- 
ance as a loss—taxpayer’s contention that 
there was a loss under Sec. 23(e)(2) result- 
ing from a transaction entered into for profit 
was disregarded by the Court because it 
felt that the contribution was not an in- 
surance of victory frustrated by an “Act of 
God” but rather the price paid for active 
share in hazards of popular elections; and 
(3) disallowance as non-business expense— 
such anticipated income admittedly is busi- 
ness income and the Congressional intent, 
in enacting Sec. 23(a) (2) was only to broaden 
the scope of income with reference to which 
deductions are allowable and not to expand 
the particular nature of items deductible. 
The well-argued and well-written minority 
opinion offers most interesting possibilities 
for cases involving deductions for business 
or job expenses. 


Oleta A. Ewald v. Commissioner, 141 Fed. 
(2d) 750; 44-1 ustc 9 9266. The taxpayer 
did not include in her income tax return the 
trust income which was subsequently adju- 
dicated to be attributable to her as grantor 
under a trust agreement. Since her under- 
statement was in excess of 25 per cent of the 
amount reported on her return, the five year 
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period of limitations is applicable under Sec. 
275(c) of the Revenue Act of 1936, regard. 
less of any question of intention of such 
omission on taxpayer’s part. 


Another point in this case is that the tax. 
payer upon receiving a substantial amount 
of stock from her husband created a trust 
therewith and named her husband trustee. 
Under the terms of the trust agreement she 
was allowed income for life at the discretion 
of the trustee. Her husband, however, had 
no beneficial interest in the trust property, 
The Circuit Court held that under the facts 
the husband, as trustee, had no substantial 
adverse interest in such income, all of which 
therefore was held to be taxable to the wife 
as grantor. 


Foreclosure Bid with Accrued Interest 


Elliott S. Nichols et ux. v. Commissioner, 
141 Fed. (2d) 870; 44-1 ustc $9269. The 
taxpayer, co-owner of a real estate mortgage, 
upon default thereof, joined in the fore- 
closure suit. The property was bid in ata 
foreclosure sale by application of the amount 
due on the mortgage, and a deficiency judg- 
ment was entered for the balance due over 
the bid-in amount. The mortgagor was 
wholly insolvent. The amount of the obli- 
gation used in the bid included accrued 
interest in the sum of $86,000 which the Tax 
Court held as taxable income to taxpayer. 
The Circuit Court held that in such a trans- 
action the taxpayer exchanged the obliga- 
tions of the mortgagor for the fair market 
value of the property and that the interest, 
as part of such obligations, was embraced 
in the bid, and it is not taxable as income. 
The amount of the taxpayer’s loss in the 
transaction is determined by the difference 
between the unrecovered cost of taxpayer’s 
share of the mortgage notes and the value 
of the property as determined at the time 
of the foreclosure sale. 


Katie M. Howell v. Commissioner, 140 Fed. 
(2d) 765; 44-1 ustc § 9186; Sup. Ct., Cert. 
denied, May 1, 1944. The taxpayer’s de- 
ceased husband made a contract for a lease 
of oil lands for delivery when a well was 
actually started by the lessee. The lease 
was executed on October 6, 1937, and held 
in escrow for about six weeks, at the expi- 
ration of which time it was delivered. On 
April 10, 1939, taxpayer’s husband sold the 
lease, and in his 1939 income tax return, 
reported the profit as a long-term capital 


gain on a capital asset held for more than - 


i8 and less than 24 months. The Court 
held that the depositing of the lease in 
escrow to be delivered upon the perform- 
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ance, by the contracting lessee, of certain 
conditions passed no title or rights of own- 
ership to the property until delivery of the 
lease to him; therefore, the lease was not 
held as a capital asset for more than 18 
months at the time it was sold. 


Income Determined by Increase 
in Net Worth 


Bert J. Ferris v. Commissioner, T.C. Memo; 
Dkt. 1595; CCH Dec. 14,192(M). The tax- 
payer failed to file income tax returns for 
the years 1935 to 1940, inclusive so the Com- 
missioner added the 25% penalty to the 
deficiencies which he determined for those 
years. The 50% penalty for fraudulent con- 
cealment was also assessed for those years 
as well as for 1941 for which year taxpayer 
fled a return. Since the taxpayer kept no 
books or records in respect to his gambling 
operations, the Commissioner computed the 
amount of such winnings by ascertaining 
the increase in taxpayer’s.net worth over the 
taxable years, as reflected by records of 
wages, interest and dividends received and 
from deposits made in his bank account after 
allowance for personal expenditures and 
other proper deductions. The Tax Court 
approved the Commissioner’s method of 
computing such income and the imposition 
of the fraud penalty. 


Forrest G. Pearson v. Commissioner, 4 T. C. 
No. 25, CCH Dec. 14183. In 1940, the tax- 
payer received income distribution from an 
estate. Later that year, the trustee paid an 
estate tax deficiency with interest of $13,600. 
Under Pennsylvania law, the testamentary 
trustee demanded, and the beneficiary re- 
funded to him $13,600 and claimed deduction 
therefor on his income tax return. The Tax 
Court held that taxpayer being under legal 
obligation to refund the amount was entitled 
to reduce his income distribution by $13,600 
for monies refunded to the trustee. ‘ 


Walter A. Frederich et al. v. Commissioner, 
C.C.A.-5, Nov. 18, 1944; 44-2 ustc J 9510. 
On the decedent’s death in 1934, his brother, 
surviving partner, carried on their business, 
with the estate as partner until he was ap- 
pointed administrator in 1938. The estate’s 
interest increased from $20,000 to over 
$134,000. A Florida court complied with 
heirs’ wishes and authorized the administra- 
tor to continue the business. During the 
years 1937 to 1939, the estate reported its 
share of the partnership’s profits. The Com- 
missioner contended that the profits consti- 
tuted income to the heirs and were to be 
reported by them instead of the estate. The 
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Court held that the period of administration, 
during which the undistributed income is 
taxed to the estate, is the actual time needed 
by personal representatives to perform their 
duties. The time required is not a period 
“reasonably necessary.” Here, the state 
coprt fixed the time within which the estate 
must be wound up. Income is therefore tax- 
able to the estate. 


Keasbey & Mattison Co. v. United States, 
141 Fed. (2d) 163; 44-1 ustc $9189. The 
taxpayer discounted its notes receivable with 
a finance company for a charge of 7 per cent, 
of which 2 per cent was to be credited toa 
reserve account to be applied in paying off 
discounted notes which became more than 
60 days delinquent. However, the taxpayer 
assumed a maximum liability of 10 per cent 
of the notes discounted and was entitled 
under the arrangement to receive annually 
the excess over its guaranty in the reserve 
fund as well as the balance in the fund upon 
the termination of the agreement. The Court 
held that no part of the reserve was accrued 
income to the taxpayer, since there was no 
excess reserve in the year in question and 
whether the taxpayer would ever get the 
right to be paid anything from the reserve 
fund was contingent and unascertainable 
throughout the taxable year. 


Insurance Payable in Installments at 
Beneficiary’s Request Not Taxable 


Katherin C. Pierce v. Commissioner, C.C.A.- 
2, Dec. 27, 1944; 45-1 ustc J 9123. The tax- 
payer’s husband died in March 1940, leaving 
a life insurance policy in the sum of $100,000, 
wherein the taxpayer was named as a benefi- 
ciary. Since the insured during his lifetime 
had not exercised his options under the policy, 
the insurance was payable in a lump sum of 
$100,000. However, the policy provided that 
in such an event, the beneficiary could take 
under the option. Here, the taxpayer de- 
cided to receive installments for 10 years 
certain. The Commissioner divided the $100,000 
face amount of the policy by the life expect- 
ancy of the taxpayer at the time she made her 
election, and subtracted the result from the 
annual payment received by her; the difference 
between the two figures he treated as income 
and taxed accordingly. The Court held that 
the beneficiary received installments of in- 
surance proceeds by reason of death within 
the meaning of the statute, and that it made no 
difference who exercised the option. How- 
ever, dividends paid by the insurer to the bene- 
ficiary are properly includible in gross income. 


Alexander J. Shamberg Estate v. Commis- 
stoner, C.C.A.-2, Aug. 24, 1944; 44-2 ustc 
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9446; Cert. denied, January 2, 1945. About 
four years ago the Commissioner assessed 
additional federal income taxes against the 
taxpayer’s decedent for interest received from 
Port of New York Authority bonds. The 
Commissioner made the assessment on the 
theory that the Port Authority, with, no 
outstanding stock, but wholly owned by the 
states of New York and New Jersey, did 
not constitute a political subdivision of a 
state. The Treasury even introduced the 
constitutional aspects of the matter in every 
conceivable form, but the Tax Court refused 
to consider them. Judge Opper, who wrote 
the well-reasoned lengthy majority opinion 
—with five Judges of the 16-Judge Court 
dissenting and one not voting—specifically 
ruled that the Authority met the important 
test of a political subdivision. Although 
the taxing function is expressly withheld 
from it, he stated that, “the attribute of taxa- 
tion is but one of the many tests by which 
Congress intended a political subdivision to 
be identified.” This decision applies to the 
large volume of obligations issued by similar 
bodies operating in practically every state 
in the Union. The Treasury decision was 
affirmed by the Second Circuit Court of 
Appeals. 


Talbot Mills v. Commissioner, C.C.A.-1, Dec. 
22, 1944; 45-1 ustc J 9122. Payments made 
as “interest” upon “registered notes” issued 
by closed corporation in exchange for 4/5ths 
of its outstanding stock are dividends and 
therefore not deductible by the debtor cor- 
poration, where such “interest” varied from 
two to ten per cent, depending upon the net 
profits of the corporation, and was defer- 
able in the discretion of the directors and 
where the notes could be and were subordi- 
nate to the claims of the creditors. 


Legacy in Licu of Commissions 


Not Taxable 


Commissioner v. Est. of George C. Smith, 
Jr., 141 Fed. (2d) 494; 44-1 ustc { 9253. 
Where a bequest was coupled with a con- 
dition that the executor accept the trust and 
prove the will, and such legacy was to be 
accepted in lieu of commissions as executor 
and trustee, the amount so received by the 
taxpayer as executor and trustee was a leg- 
acy. Therefore, not being compensation for 
services, it was not taxable as income. 


In the Matter of Victor Brewing Company, 
Bankrupt, 54 Fed. Supp. 11; 44-1 ustc § 9173. 
The Government filed proper notices of tax 
liens against the delinquent taxpayer, who 
subsequent thereto assigned certain fees pre- 
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viously earned by him but not yet collecteg JB dence 
and prior to attachment of such fees b,j blast 1 
another creditor of taxpayer. The Coun by the 
held that the Government’s claim was prior compa! 
to the other claims and the tax liens attachei [JB by P@) 
to the after-acquired property. compe! 
Isaac G. Johnson & Company, Inc. v. U, S. oe 
55 Fed. Supp. 764; 44-1 ustc 9342. Tho 'l 
taxpayer in condemnation proceedings was 000 : 
awarded the sum of $143,000 of which —. | 
$111,000 represented the value of the land = : 
at the time it vested in the state and $32,0H vail 1 
represented the interest from the vesting rly 
date to the payment date in 1939. Litigation rin 
expenses in this matter ran about $30,000, Spr 
of which $10,000 was deducted on the 193) Lewis, 
return and the remaining $20,000 was claimed § 44-1 © 
in the 1939 return. A capital net loss off single 
$2,000, the statutory limit was taken by de J and it 
ducting the value found as of the date vest-—@ where 
ing from the 1913 value. The Commissioner cost | 
allowed the $20,000 of litigation expenses} held t 
only as an addition to the cost of the prop-§ the bi 
erty, although he taxed the $32,000 of inter- J sustat 
est in full. The Court held that all of the closes 
interest payment was taxable in full, but that 
the taxpayer’s expenses in the condemnation Disp 
litigation incurred in the taxable year | 
($20,000) are deductible from the taxpayer's CM 
income for 1939, ate 
(M). 
Loans to Stockholders cage 
Charles J. Stamler v. Commissioner, 145} to th 
Fed. (2d) 37; 42-2 ustc J 9459. Loans made J 4s tr 
to the taxpayer and other officers, sole ratio 
stockholders of the company, during the pe- J ater 
riod of foreclosure of the company’s mort-§ 4t at 
gaged property, so that no other assets Com 
remain thereafter, were held by the Court tog "ece! 
constitute distributions in liquidation. Thus J) Whic 
the taxpayer sustained a capital loss as de- with 
termined by the Commissioner despite the J $: 
fact that the company was not formally dis- the 1 
solved. . the 
Another point involved here: _ 
Where mortgagor transferred his equity J this 
in property to mortgagee in lieu of fore-§ debt 
closure and in return of release of liability J amo 
on personal bond given to evidence further G 
security mortgage debt, and the transfer M i 
stated that the unpaid indebtedness upon the at 
bond and mortgage represented the present Rc 
fair market value of the property, the trans- oy 
action constitutes a sale or exchange of a as 
capital asset within the meaning of Sec. 117,]) y.,, 
1934 Act, and the loss so sustained is 4] was 





capital loss. 







wit 

Ray Durden v. Commissioner, 3 T. C. 1; chil 

CCH Dec. 13,672; A. The taxpayer’s resi-§ lish 
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dence was damaged by an unusually violent 
blast in the course of operation of a quarry 
by the county government. An insurance 
company denied liability, but compromised 
by paying a small amount and the county 
compensated the taxpayer by making im- 
provements on his premises. Tax Court 
held that the loss was deductible as arising 
from casualty under Sec. 23(e)(3) to the 
extent of the difference between the fair 
market value of the property before and 
after the blast, reduced by the amount re- 
ceived from the insurance company and the 
value of the improvements made by the county. 


Spreckels- eee Investment Company v. 
Lewis, Dist. Ct., N. D., Calif., Dec. 13, 1943; 
44-1] USTC La Ww here taxpayer made a 
single investment in the stock of bank X 
and its afhliate, a securities corporation, and 
where the taxpayer made no allocation of 
cost between the two securities, the Court 
held that no loss is allowable on the sale of 
the bank X stock alone and that no loss is 
sustained until the sale of the affiliate stock 
closes the original transaction. 


Disposal of Own Stock 


A. R. Purdy Co., Inc. v. Commissioner, T. 
C. Memo., Oct. 10, 1944; CCH Dec. 14,174 
(M). A corporation accepted its own shares 
of stock at a value of $85 per share from 
the estate of the decedent, who was indebted 
to the corporation. The shares were held 
as treasury stock. Subsequently, the corpo- 
ration borrowed $25,200 from the widow and 
later transferred to her 252 treasury shares 
at an undisputed value of $100 each. The 
Commissioner figured that the corporation 
received $25,200 for the treasury shares 
which it had acquired at a cost of $21,400, 
with the result that it had realized a gain 
of $3,800. The Tax Court held that within 
the meaning of Regs. 103, Sec. 19.22(a)-16, 
the corporation dealt in its own treasury 
shares as it might have dealt in shares of 
another corporation, and the real nature of 
this transaction was a discharge of its in- 
debtedness to the widow for less than the 
amount borrowed, with a resultant gain. 


George A. Croft v. Commissioner, T. C. 
Memo; Dkt. 1432; Oct. 11, 1944, CCH Dec. 
14177(M). From 1915, when they were 
married and orally agreed to be “partners 
all the way through” and into 1941, taxpayer 
and his wife pooled their resources and 
worked together on their farm. Taxpayer 
was “on the road” selling patents, and his 
wife worked in a factory and cared for the 
children. Immediately after taxpayer estab- 
lished a place of business, she enrolled for a 
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business course and managed his office and 
kept his books and records. With business 
permitting, they manufactured trailers and 
parts, the wife contributing some of her 
capital. Accordingly, the Tax Court held 
that each of them having contributed prop- 
erty and services, they had a community of 
interest in the net profits and a valid part- 
nership existed during the taxable year. 
Consideration was given to a judgment of a 
Missouri court that a partnership existed, 
but such adjudication was not deemed to 
be conclusive. 


Partnership of Family Members 


J. F. Hardymon v. Glenn, Dist. Ct., W. D., 
Ky., June 28, 1944; 44-2 ustc J 9431. Within 
a few days taxpayer gave stock to his wife 
and children and the parties dissolved three 
corporations which they owned and formed 
a partnership. After the Court held the gifts 
to be valid, it concluded that although all 
these transactions occurred in a quick sequence 
of time, there was no justification for the 
Commissioner to contend without support- 
ing evidence, that the three transactions 
were in reality only one, so as to preclude 
the formation of a bona fide partnership. 


Commissioner v. Lane-Wells Company et al., 
64.S. Ct. 511; 44-1 ustc 79195. Taxpayer 
corporation filed a regular corporation income 
and declared value excess profits tax return 
on form 1120. Since it answered “No” to the 
question whether it was a personal holding 
company, the additional return, form 1120 H, 
required of such corporations, was not filed. 
The Supreme Court held that the filing of 
only the regular return did not start the 
running of the limitation on assessment of 
the personal holding company surtax. The 
Treasury Department regulation requiring 
the filing of two tax returns by a personal 
holding company was held to be a reason- 
able and valid one. In effect, the Supreme 
Court said, you must fill out the tax forms 
that the Commissioner prescribes—not some 
substitute—no matter how formidable and 
complicated the task may be. 


Real Estate Loss Deductible in Full 


J. Leonard Replogle et ux. v. U. S., Dist. 
Ct., S. D., Fla., May 4, 1944; 44-1 ustc 
{ 9318. Taxpayer had large sums of money 
invested in Florida land. He held himself 
out-to the public as carrying on the busi- 
ness of buying and selling real estate and 
devoted half of his time to the business. 
The Court held that the loss sustained on 
the sale of Florida real estate in 1937 is fully 
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deductible and is not subject to the capital 
loss limitations. 







Jacobs S. Gruver v. Commissioner, 142 Fed. 
(2d) 363; 44-1 ustc J 9293. The taxpayer in 
the real estate business acquired some 92 
acres of unimproved land in 1932; subdivided 
about 30 acres and sold the lots at a profit 
in 1939 and 1940. He contended that the 
gains were capital gains. The Court, how- 
ever, held that although the taxpayer rarely 
dealt with other parties except through a 
broker, and disposed of his property in most 
cases by selling or trading real estate 
traders or persons from whom he acquired 
it by purchase or trade, his activities were 
those of a dealer in land, who held his prop- 
erty for resale to customers. Accordingly, 
the profit realized by him in 1939 and 1940 
is ordinary income and as such is taxable in 


full. 


















Reorganization Held Tax-free 
Exchange 






New Jersey Mortgage and Title Company v. 
Commisstoner, 3 T. C. 1277; CCH Dec. 14,109. 
The A corporation, carrying on a mortgage 
loan and title insurance business} was un- 
able to meet its obligations, and subsequently 
reorganized under the New Jersey law. All 
the assets of the A corporation were trans- 
ferred to the new corporation, the taxpayer. 
The taxpayer issued bonds to take the place 
of the old bonds, but with a reduced in- 
terest rate and a maturity date extension of 
ten years. In addition, taxpayer issued pre- 
ferred stock to A’s bondholders equal in 
amount to the unpaid interest on the old 
bonds. New common stock was issued in 
exchange for the A common stock. Pay- 
ables and taxes of A were paid by taxpayer 
out of the assets received from A. The Tax 
Court held that the transactions constituted 




















In next month’s issue Mr. Evans will review some of the recent decisions 
dealing with the excess profits, capital stock, gift and miscellaneous taxes. 


a reorganization under Sec. 112(g)(1)(B), 
Act of 1934, as amended by Sec. 213(g) (1), 
Act of 1939. The modification of the bond 
terms as to interest rate and maturity is 
immaterial, the controlling fact being that 
the new corporation substituted its bonds 
for those of A in exactly the same amount 
of principal. Although the exchange here 
was directly between the securities holders 
of the two corporations, the transaction, a 
short-cut or by-pass, did not damage the 
effectiveness of the plan whereby the old 
corporation exchanged its property solely 
for stock or bonds in a corporation-party to 
the reorganization, as set forth in Sec. 
112(b)(4) of the Code. Therefore, tax- 
payer’s basis as to the property so acquired 
is the same as that of its predecessor under 


Sec. 113(a) (6). 


United Gas Improvement Company v. Com- 
missioner, 142 Fed. (2d) 216; 44-1 ustc 
{ 9262. The taxpayer owned substantially 
all of the stock and part of the bonds of its 
subsidiary before the latter reorganized 
under Sec. 77B. Pursuant to the plan, tax- 
payer received all of the new company’s 
stock upon satisfying its guaranteed obliga- 
tions of the bonds of the subsidiary and upon 
cancelling the latter’s indebtedness to it. 
However, it was further provided in the plan 
that the taxpayer, as owner of the stock 
of the subsidiary, was not to share in any 
of its cash or securities on account of such 
stock ownership. The Circuit Court held 
that taxpayer is not entitled to deductions 
claimed by it in connection with such re- 
organization, which was held to be tax-free 
under Sec. 112(b)(3) of the 1936 Act be- 
cause such reorganization did not make any 
change in the taxpayer’s ownership in the 
company and its continuity of economic in- 
terest therein was not affected thereby. 
[The End] 
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The Deductibility 


of Exploration Costs 


By F. J. BLAISE 


Certified Public Accountant 


HE PETROLEUM Subcommittee of 

the Committee on Interstate and Foreign 
Commerce of the House of Representatives 
has stressed the need for additional incen- 
tives “to stimulate the exploration for, and 
the discovery of, sufficient additional petro- 
leum reserves to fulfill all prospective war- 
time requirements for petroleum.” The 
Petroleum Administration for War is urging 
the oil industry to increase its exploratory 
activities. Despite such recommendations, 
and 


“In the face of this urgency, the petroleum 
industry has been confronted with an inter- 
pretation on the part of the Bureau of In- 
ternal Revenue requiring capitalization of 
certain geological and geophysical expendi- 
tures which had long been considered as 
expense items. The Petroleum Administra- 
tion holds that this interpretation was not 
required, is a reversal of a prior, long- 
standing interpretation, and has had the 
effect of impeding efforts to expand explora- 
tory operations at a time when such ac- 
tivities are so highly essential. Despite its 
numerous representations, efforts to have 
this interpretation changed, even for the 
duration of the war, have failed.” 


In the absence of the specific legislation 
on this matter which the Lea Committee 
reports (just quoted) suggest, this discus- 
sion deals with the deductibility, under the 
present statutes and regulations, of the 


physical expenditures of taxpayers actively 
engaged in the production of oil and gas. 


normal and recurring geological and geo- QQA HP 
’ 


Nature of the Expenditures Involved 


Oil and gas wells do not produce forever. 
They eventually become dry, or their pro- 


it becomes necessary to drill more wells 
than ever. Where shall these wells be 
drilled? 


The drilling of an oil well, whether it 
becomes a producer or a dry hole, is an 
expensive undertaking. Many wells have 
been drilled in the United States at an in- 
dividual cost of more than a quarter of a 
million dollars. Under normal conditions 
the average cost of a 3,000 foot well would 
probably be in the neighborhood of $15,000. 
The cost of drilling deep wells is much 
greater, proportionately. It is apparent that, 
in contemplating such an expenditure, the 
operator will require a reasonable chance of 
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duction drops to a point which makes it>. 


economically unprofitable to operate them 
Merely to maintain a level of production 
requires the constant drilling of new wells 
When circumstances, such as the present 
vital need for petroleum products in the war 
effort, require greatly increased production, 
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obtaining a producer. He does not hap- 
hazardly choose his locations. Even in a 
proven oil field he must exercise care in 
locating’ his well. In drilling a “wildcat” 
well—with the hopes of discovering a new 
oil field—he still demands some assurance 
that oil may be found. He resorts to 
geology and geophysics to determine the 
possibilities. 

A successful producer must have available 
at all times sufficient prospectively produc- 
tive acreage to take care of his drilling re- 
quirements. Such acreage constitutes a 
potential source of supply. For this reason 
many large producers maintain their own 
staffs of geologists and geophysicists. Other 
producers employ the services of independ- 
ent geologists or geophysical parties. In 
either event the purpose is the same—to 
find prospective oi] property. The expense 
involved is an ordinary one and is essential 
to the continued operation of the business. 


Position Taken by the Commissioner 
of Internal Revenue 


Prior to 1941 the Commissioner of In- 
ternal Revenue did not question the pro- 
priety of charging to expense the geological 
and geophysical expenditures of taxpayers 
actively engaged in the production of oil and 
gas. However, shortly after Congress 
turned down the Treasury Department’s 
recommendation that percentage deplet’on 
in the case of oil and gas wells be eliminated 
from the law, the Commissioner changed his 
attitude on exploration costs. This may 
have been merely a coincidence. At any 
rate, after more than twenty years of ac- 
quiescence in the deductibility of geological 
and geophysical expenditures, the Commis- 
sioner, during the early part of 1942, issued 
the following instructions to his agents: 


“It will be necessary to require taxpayers 
to submit an analysis of geological and geo- 
physical expenditures classified as follows: 


“(A) Geological and geophysical expense 
incurred for the purpose of determining 
whether properties should be acquired or 
rejected which resulted in the acquisition of 
properties. This expense should be capital- 
ized as part of cost of properties acquired. 


“(B) Geological and geophysical expense 
incurred on properties already owned for 
purpose of determining whether they 
should be retained under lease or sur- 
rendered which resulted in their retention. 
This expense should be capitalized as a part 
of the cost of the properties retained. 
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“(C) Geological and geophysical explora. 
tion expense which did not result in the 
acquisition of properties, or resulted in the 
surrender of properties, owned, or of a 
general nature not applicable to any specific 
properties. These expenditures may be al- 
lowed as a deduction. 


“(D) Geological and geophysical expense 
incurred for the purpose of determining the 
location of wells to be drilled, or super- 
vising their drilling. These expenditures 
may be deducted as lease operating or de- 
velopment expense, provided a proper elec- 
tion has been made under Section 19,23 
(m)-16 of Regulations 103, but should be 
included in the expenses of property for 
limiting percentage depletion.” 


The Commissioner had to find some basis 
of support for his position and came up 
with two cases decided by the Board of Tax 
Appeals in January and February 1928, 
They were the Seletha O. Thompson case 
(9 BTA 1342) and the C. M. Nussbaum case 
(10 BTA 664). Using these cases as prece- 
dents, he took the Schermerhorn Oil Cor- 
poration case (46 BTA 151) to the Board of 
Tax Appeals fourteen years later and received 
a favorable decision. 


Three Cases in Favor of the 
Commissioner 


Here are three cases decided by the Board 
of Tax Appeals in favor of the Commis- 
sioner, none of which are directly in point. 
They all cover isolated instances of geo- 
logical or geophysical surveys directly con- 
nected with specific properties. None of 
them deals with the normal and recurring 
type of expense incurred by the active pro- 
ducer constantly engaged in exploratory 
work. The amount involved in the Seletha 
O. Thompson case was $5,241, which was evi- 
dently expended on one survey. There was 
no showing made as to what the expenditure 
actually covered. In the Nussbaum case the 
taxpayer employed a geologist to investigate 
one 40-acre tract, agreeing to pay him % of 
the profits from the property. In the 
Schermerhorn case the taxpayer employed a 
geologist, agreeing to pay him a salary and 
his expenses, and in addition to give him 
10% of the net profits (after acquisition and 
development costs had been recovered) from 
any properties acquired as a result of the 
geologist’s recommendation. The Board 
held that the 10% of the profits paid to the 
geologist was a capital expenditure. How- 
ever no mention was made as to the dis- 
position of the geologist’s salary and expenses. 
Presumably they were allowed as a deduction. 
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Accounting Problems Involved 


The accounting problems involved in 
capitalizing geological and geophysical ex- 
penses are not as simple as one is led to 
believe. In addition, the amount of work 
involved in a company of any size is tre- 
mendous and is an important factor in times 
like the present. The following are only 
a few of the many questions and problems 
that may arise. 


The first item in the Commissioner’s in- 
structions to his agents requires the capital- 
ization of geological and geophysical expense 
in connection with a survey which results 
in the acquisition of properties. This, in- 
cidentally, is the only one of the four 
classifications mentioned in the Commis- 
sioner’s instructions which has been covered 
by the Board of Tax Appeals cases pre- 
viously referred to. The question arises as 
to the proportion of the expense involved 
which is to be capitalized if a survey covers 
100,000 acres and only 10,000 acres are ac- 
quired. Should 10% of the cost be capital- 
ized or should the entire cost be capitalized 
as part of the cost of the acreage acquired? 
The latter is the Commissioner’s view. As- 
sume that the survey indicated that the 
entire 100,000 acres were valuable but for 
one reason or another the 90,000 acres could 


not be obtained. Would that alter the 
decision? 

The second item in the Commissioner’s 
instructions covers exploration expense on 
property already owned. There is no basis 
whatsoever for capitalizing any part of such 
expense, yet the Commissioner contends 
that the cost of the survey should be capital- 
ized on the acreage retained. Does that 
mean that, if 10,000 acres are held before 
the survey and as a result of the survey 
9,000 acres are surrendered, the cost of the 
survey should be capitalized on the 1,000 
acres retained? That would conflict with 
the Commissioner’s third point, which per- 
mits a deduction for exploration expense 
which resulted in the surrender of prop- 
erties. It frequently happens that a survey 
is made in a locality where some acreage is 
held and as a result of the survey part of 
the acreage is surrendered and also some 
new acreage is acquired. What happens to 
the cost of that survey? 


What should be done with the cost of a 
survey started in October and completed in 
June? The results of the survey are not 
known until it has been completed. In the 
meantime three months of expense will have 
been incurred by December 31. If the re- 
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sults of the survey are negative, would the 
entire expense be deductible in the year in 
which the survey is completed or would it 
be necessary to amend the tax return for 
the previous year? 


Geophysical surveys are frequently made 
which appear to be negative. However, 
possibly three or four years later the report 
may be reviewed and, in the light of cir- 
cumstances as they then exist, a block of 
acreage may be acquired. Would the cost 
of the survey made three or four years 
earlier become part of the cost of the 
acreage acquired? 


Applicability of Section 23(a) (1) 


Section 23(a)(1) of the Internal Revenue 
Code provides that in computing net income 
there shall be allowed as a deduction: 


“All the ordinary and necessary expenses 
paid or incurred during the taxable year 
in carrying on any trade or business, in- 
cluding a reasonable allowance for salaries 
or other compensation for personal services 
actually rendered; traveling expenses (in- 
cluding the entire amount expended for 
meals and lodging) while away from home in 
pursuit of a trade or business; and rentals or 
other payments required to be made as a 
condition to the continued use or possession, 
for purposes of the trade or business, of 
property to which the taxpayer has not 
taken or is not taking title or in which he 
has no equity.” 


Under Section 23 (a) (1), all of the ordi- 
nary and necessary expenses of a business 
are deductible from gross income provided 
they are not specifically declared not de- 
ductible by Section 24. The expenditure 
must be both ordinary and necessary and 
must be an expense within the meaning of 
the revenue laws. An ordinary expense, 
according to the Supreme Court, “* * * 
ts one that is normal, usual or customary; 
a transaction that gives rise to it must be of 
common or regular occurrence in the type 
of business involved.”—(Deputy v. DuPont, 
308 U. S. 488). In Blackmer v. Commis- 
sioner, 70 Fed. (2d) 255, the court held that 
a necessary expense is one that is “appro- 
priate” and “helpful” but not necessarily 
essential. 


The normal and recurring geological and 
geophysical expenditures of the large pro- 
ducer constantly engaged in exploratory 
activity are “ordinary and necessary ex- 
penses.” They are “appropriate” and “help- 
ful’; but more than that they are absolutely 
essential to the continued prosperity of the 
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business. They bear directly on the busi- 
ness and are common expenditures in the 
oil business. As will be shown later, they 


are an expense within the meaning of the 
revenue laws. 


Regulations Governing Ordinary and 
Necessary Expenses 


No part of Section 29.23 (a) of the Regu- 
lations which deals with ordinary and neces- 
sary business expenses denies a deduction 
for geological and geophysical expenses. 
The only part of such Regulations which 
could be even remotely construed as denying 
the deduction is Section 29.23(a)-10 which pro- 
vides in part that: “The cost borne by a 
lessee in erecting buildings or making per- 
manent improvements on ground of which 
he is lessee is held to be a capital invest- 
ment and not deductible as a business ex- 
pense.” Certainly a geophysical survey 
cannot be considered “erecting buildings” or 
“making permanent improvements.” 


Undeveloped property may be considered 
as the source of supply of a stock in trade 
of an oil company. An oil company must 
continually acquire new, prospective oil 
producing property. The expenditures neces- 
sary to determine what acreage will be ac- 
quired may be likened to the expense of a 
buyer for a department store. In both cases 
the expenditure is made for the purpose of 
finding a source of supply. 


Statute and Regulations on Items 
Not Deductible 


Section 24 (a) of the Internal Revenue 
Code deals with non-deductible expenses. 
Sub-section (2) of that section is the only 
one that could possibly be considered as 
applying to geological and geophysical ex- 
penses. It provides that no deduction shall 
in any case be allowed in respect of “any 
amount paid out for new buildings or for 
permanent improvements or betterments 
made to increase the value of any property 
or estate.” Section 29.24-2 of the Regula- 
tions provides that: 


“Amounts paid for increasing the capital 
value or for making good the depreciation 
(for which a deduction has been made) of 
property are not deductible from gross 
income. * * * The cost of defending or 
perfecting title to property constitutes a 
part of the cost of the property and is not 
a deductible expense. The amount expended 
for architects’ services is part of the cost of 
the building.” 
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There is no provision of the statute which 
could be construed as denying a deduction 
for geological or geophysical expense. Nor 
do the Commissioner’s own regulations deny 
the deduction. Geological and geophysical 
expenses do not constitute “permanent 
improvements or betterments” nor do they 
“increase the capital value of property.” 
Such expenditures merely result in obtaining 
information as to the possible productive 
capacity of the area explored. 


The Regulations on the other hand can 
be more readily construed as specifically 
allowing a deduction for geological and 
geophysical expenses. Section 29.24-5 (b) 
provides that: 


“The following items may, upon the elec- 
tion of the taxpayer, * * * be treated as 
chargeable to capital account * * * not- 
withstanding that they are expressly de- 
ductible under Section 23: * * * (2) In 
the case of real property, whether improved 
or unimproved and whether productive or 
unproductive, expenditures (otherwise de- 
ductible) paid or incurred in the develop- 
ment thereof * * *,.” 


Section 29.23(m)-16 grants taxpayers the 
option to either expense or capitalize in- 
tangible drilling and development costs 
incident to and necessary for the drilling and 
preparation of wells for the production of 
oil or gas. There is no assurance, when 
drilling a well, that it will be productive. 
The drilling of a well gives the taxpaver 
more definite information as to the possible 
productivity of the property. If the well is 
productive it confirms the information obtained 
through geology and geophysics. If the well is 
dry it does not necessarily condemn the 
entire property. It may be possible to drill 
only a hundred feet away and obtain a pro- 
ducer. The cost of drilling the well—other 
than the cost of the physical property—may 
be deducted at the taxpayer’s option. It is 
considered to be “development.” Why then 
shouldn’t the preliminary geological and 
geophysical expenses be deductible? Sec- 
tion 29.24-5(b)(2) refers to development in 
the case of real property whether pro- 
ductive or nonproductive. If geological and 
geophysical expenses are not “develop- 
ment,” then there is no provision of the law 
or regulations requiring their disallowance 
as a deduction. 


Accounting Methods and Practices 


Are geological and geophysical costs “ex- 
pense” within the meaning of the revenue 
laws? An expenditure may be ordinary and 
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necessary, but unless it is an expense it 
may not be deducted in determining taxable 
net income. The acquisition of an auto- 
mobile to be used in the business is an 
ordinary and necessary expenditure but it 
constitutes a capital expenditure and there- 
fore is not an expense and not deductible. 
Whether an expenditure is capital or ex- 
pense is determined by recognized and ap- 
proved accounting practices of the industry. 


Section 41 of the Internal Revenue Code 
provides that: 


“The net income shall be computed upon 
the basis of the taxpayer’s annual account- 
ing period (fiscal year or calendar year, as 
the case may be) in accordance with the 
method of accounting regularly employed 
in keeping the books of such taxpayer; but 
if no such method of accounting has been 
so employed, or if the method employed 
does not clearly reflect the income, the 
computation shall be made in accordance 
with such method as in the opinion of the 
Commissioner does clearly reflect income. 
¢s 

Section 29.41-2 of the Regulations pro- 
vides that: 


“Approved standard methods of account- 
ing will ordinarily be regarded as clearly 
reflecting income. A method of accounting 
will not, however, be regarded as clearly 
reflecting income unless all items of gross 
income and all deductions are treated with 
reasonable consistency.” 


Section 29.41-3 provides for certain essen- 


tials in the accounting records, among which 
are: 


“(2) Expenditures made during the year 
should be properly classified as between 
capital and expense; that is to say, expendi- 
tures for items of plant, equipment, etc., 
which have a useful life extending substan- 


tially beyond the year, should be charged to 


a capital account and not to an expense 
account.” 


Under the law the net income must be 
computed in accordance with the method of 
accounting regularly employed in keeping 
the books unless that method does not 
clearly reflect income. The Commissioner’s 
regulations state that approved standard 
methods of accounting will ordinarily be 
regarded as clearly reflecting income. Yet 
the Commissioner or some of his staff of 
attorneys and engineers have, in this in- 
stance, constituted themselves as authorities 
superior to the industry and the accounting 
profession. 


The Deductibility of Exploration Costs 


Two Recognized Methods 


The accounting profession recognizes two 
methods of accounting for exploration ex- 
pense in the oil industry. It recognizes that 
either the capitalization or the charging off 
of exploration expense is proper and, if con- 
sistently followed, clearly reflects income. 
The oil industry itself recognizes either 
method, as is shown by the following ex- 
cerpt from the report of a sub-committee on 
accounting practices of the American Petro- 
leum Institute: 


“Charge direct to an operating expense 
account titled ‘Exploration Expenses’, sub- 
divided to meet the requirements of the ac- 
counting company, all expenditures except 
for capitalized equipment, incident to ex- 
ploration activities. Such expenditures in- 
clude: Salaries and expenses of employees 
engaged in geological, geophysical, scouting, 
and other similar exploratory work; the cost 
of supplies consumed; depreciation, mainte- 
nance, and repair cost of instruments and 
equipment used, and the amounts of any 
fees paid to others for work of such nature. 


“At the option of the accounting company, 
accumulate all above mentioned expendi- 
tures, except for capitalized equipment, in 
a Fixed Asset Account titled ‘Exploration 
Costs’, subdivided to meet the requirements 
of the accounting company. 


“The accounting for the return of these 
capitalized expenditures should be handled 
through an account titled ‘Reserve for 
Amortization of Exploration Costs’ which 
would be credited at the close of an account- 
ing period with the amount of amortization 
applicable to the period, the corresponding 
charge being to an Operating Expense Ac- 
count titled ‘Amortization of Exploration 
Costs’, subdivided to meet the requirements 
of the accounting company. As the basis 
for retiring Fixed Asset Accounts of Capital- 
ized Exploration Costs and Related Reserve 
Accounts would necessarily be arbitrary, 
and realizing that it is not desirable to in- 
definitely build up these capitalized costs, it 
is suggested that at the end of each ac- 
counting period the Reserve for Amortiza- 
tion of Exploration Costs be credited to the 
Fixed Asset Account. 


“Companies not desiring to use the Re- 
serve Account may credit direct to Plant 
Account the amortization for the accounting 
period.” 


Although both the industry and the ac- 
counting profession recognize either method 
as good accounting practice, the majority 
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of oil companies follow the practice of 
charging geological and geophysical costs 
direct to expense. For confirmation of this 
statement see the article in the April 1942 
issue of the Journal of Accountancy by Leo 
C. Haynes entitled “Accounting for Lease- 
hold Costs in the Petroleum Industry.” Is 
the opinion of the Commissioner or mem- 
bers of his staff to be given greater weight 
than the opinion of the accounting profes- 
sion or the practice of the industry? The 
Board of Tax Appeals and the courts have 
issued numerous decisions on this subject. 


Practice of the Industry v. 
Opinion of the Commissioner 


The Board of Tax Appeals has stated: 


“There can be no question but that a 
taxpayer is privileged to adopt any method 
of accounting which it deems necessary for 
its business and that truly reflects its in- 
come. The statute contemplates that each 
taxpayer shall adopt such forms and methods 
of accounting as are, in its judgment, best 
suited to its purposes. Having adopted a 
particular method of accounting, and regu- 
larly employed that method in keeping its 
books, the statute requires that the taxpayer 
shall compute its net income, for the pur- 
poses of the tax, in accordance with that 
method, if income is clearly reflected 
thereby.” Ribbon Cliff Fruit Company case 
(12 BTA 13)— 


And, “No particular accounting method 
is prescribed by the statute; on the contrary, 
it is left to each taxpayer to adopt such 
forms and systems of accounting as are in 
its own judgment best suited to its purposes, 
provided the method meet the statutory re- 
quirement—that it clearly reflect income. 
This petitioner adopted a method of ac- 
counting which it appears he has consist- 
ently followed over a period of years. If 
the method adopted clearly reflects his in- 
come, the petitioner was bound to compute 
his net income, for the purposes of the tax, 
according to the same method.” Alfred E. 
Badgley case (21 BTA 1055)— 


And, “Under the provisions of the stat- 
utes, the taxable net income of the Con- 
necticut Company was required to be 
computed in accordance with the method of 
accounting consistently employed for over 
fifty years in keeping its books, and any 
departure therefrom could only be justified 
on the ground that the method does not 
clearly reflect net income.” Bradstreet Com- 
pany of Maine case (23 BTA 1093)— 
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Circuit, on January 13, 1930 said: The 
“The case turns largely upon what is meant es ys 
by the requirement that the method off ~ 
accounting shall clearly reflect the income § “Each | 
If this requirement is absolute, it is safef both a: 
to say that books kept on the basis of § thereir¢ 
cash received and disbursed will rarely, and ta 
if ever, reflect the true income, because J reasona 
nearly always at the end of a tax year ac- J necessa 
counts due the taxpayer will remain un- J expens' 
collected and some of his own obligations J cannot 
will remain unpaid. But we do not think | subseq' 
that any such construction was contem- | to ded 
plated. In our opinion, all that is meant | follows 
is that the books shall be kept fairly and } year 4 
honestly; and when so kept they reflect the | interes 
true income of the taxpayer within the | deduct 
meaning of the law. In other words, the books J OT 4M) 
are controlling, unless there has been an § howev 
attempt of some sort to evade the tax, J ness ¢ 
This construction may work to the disad- overla; 
vantage of the taxpayer or the government ductio 
at times, but if followed out consistently and } !tems 
honestly, year after year, the result in the they 1 
end will approximate equality as nearly as the t 
we can hope for in the administration of a | policy 
revenue law.” It she 

And in Huntington Securities Corporation | of the 
v. Busey (112 Fed. (2d) 368), the Circuit | of the 
Court of Appeals, Sixth Circuit, on June 27, | above 
1940 said: the t 
“If the taxpayer’s method of accounting | ™SS" 
clearly reflects income, the Statute is manda- — 
tory on both him and the Commissioner las f 
that taxable income must be determined in | 2"4 
accordance therewith.” “ay 
“The method used by appellant in valuing 
its inventories in our opinion clearly, but 
not accurately, reflected income, which is 
all that is required.” 

All of the above cases indicate that if 
the books are kept honestly and fairly in’ 
accordance with good accounting practice 
and without any intention of evading taxes, 
the taxable net income must be compute: 
in accordance therewith. 

Section 43 of the Internal Revenue Code 
provides that: 
“The deductions and credits (other than 
the corporation dividends paid credit pro- 
vided in Section 27) provided for in this 
chapter shall be taken for the taxable year 
in which ‘paid or accrued’ or ‘paid or in- 
curred’, dependent upon the method ot 
accounting upon the basis of which the 
net income is computed, unless in order to 
clearly reflect the income the deductions or 
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credits should be taken as of a different 
geriod. * *. >” 


The regulations under this section (Sec- 
tion 29.43-2) interpret this provision in great 
detail as follows: 


“Each year’s return, so far as practicable, 
both as to gross income and deductions 
therefrom, should be complete in _ itself, 
and taxpayers are expected to make every 
reasonable effort to ascertain the facts 
necessary to make a correct return. The 
expenses, liabilities, or deficit of one year 
cannot be used to reduce the income of a 
subsequent year. A taxpayer has the right 
to deduct all authorized allowances, and it 
follows that if he does not within any one 
year deduct certain of his expenses, losses, 
interest, taxes or other charges, he cannot 
deduct them from the income of the next 
or any succeeding year. It is recognized, 
however, that particularly in a going busi- 
ness of any magnitude there are certain 
overlapping items both of income and de- 
duction, and so long as these overlapping 
items do not materially distort the income 
they may be included in the year in which 
the taxpayer, pursuant to a _ consistent 
policy, takes them into his accounts.” 


It should be noted that consistency is one 
of the essentials. Consistency was also one 
of the essentials in Section 29.41-2 quoted 
above. Is consistency a requirement for 
the taxpayer alone? Certainly the Com- 
missioner is far from consistent in this 
matter. For more than twenty years he 
lias permitted a deduction for geological 
and geophysical expense. Yet now, with 
the flimsiest of excuses, he is attempting 
to deny the deduction. 


Taxable Net Income Distorted 


Requiring capitalization of geological and 
geophysical expenses at the present time, 
after many years of permitting the deduc- 
tion thereof, will materially distort taxable 
net income for a period of years subsequent 
to the change. The distortion is, of course, 
in favor of the Commissioner. Is it merely 
a coincidence that the change is being at- 
tempted in years of drastically increased 
tax rates? It seems neither fair nor equi- 
table. However, a tax law need be neither 
fair nor equitable so long as it is not dis- 
criminatory. 


It is conceded that over a period of 
years the net deductions from gross in- 
come, through capitalization of geological 
and geophysical costs, will approximate 
the net deductions over a period of years 
through charging such costs to expense. 
During a period of uniform tax rates the 
net effect on the tax liability would be 
negligible, regardless of the method used. 
What, then, is the Bureau’s motive in mak- 
ing the change? 


The present action of the Bureau of 
Internal Revenue in disallowing current 
deductions for geological and geophysical 
expense is not in accordance with the stat- 
utes. It violates the law and regulations 
and is an unwarranted change in a long 
established practice. It results in taxing— 
at high rates—a fictitious addition to in- 
come arising from an enforced and wholly 
unauthorized change in accounting methods. 
It has already had the effect of curtailing 
the exploratory work so urgently needed at 
the present time. [The End] 


New York’s Pay-as-you-go Legislation 


A bill has been introduced in the New York Legislature which is designed to 


put state personal income taxpayers on a pay as you go basis. 


The proposed 


measure forgives all personal income taxes due for the calendar year 1944 or for 


the fiscal year ending in 1945. 


It calls for estimation of tax liability for the 
current year and payment of tax in quarterly installments. 


While the bill does 


not provide for withholding of the tax by employers, it may be the forerunner 


of similar legislation in other states. 
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TS CONVENTION between the United 
States and France for the avoidance of 
double taxation was approved by the Senate 
on December 6, 1944, promptly ratified by 
the President, and, the appropriate docu- 
ments having been flown to Paris, ratifica- 
tions were exchanged there at 7 p. m. on 
Saturday, December 30, 1944. The conven- 
tion, therefore, came into effect as of Janu- 
ary 1, 1945, and will continue in effect for 
a period of five years and indefinitely there- 
after, but it may be terminated by either 
contracting state at the end of the five-year 
period or at any time thereafter, provided 
six months’ prior notice of termination has 
been given, and the termination will be- 
come effective on the first day of January 
following the expiration of the six months’ 
period (convention, art. 27). 


Events Leading to Conclusion of 
Previous Convention 


Upon the coming into effect of this new 
convention, the existing convention, which 
has been in force since January 1, 1936, 
terminated. The entrance into force of the 
new convention means the beginning of a 
new chapter in the long and interesting 
story of American relations with France in 
the field of taxation. The story began in the 
first decade after World War I, when the 
successive declines in the value of the franc 
in relation to the dollar prompted an Amer- 
ican corporation which had been operating 
in France through a branch to exchange its 
assets in France for stock in a French cor- 
poration. The French Bureau de 1|’Enreg- 
istrement nevertheless endeavored to collect 
from the American parent corporation the 
same tax on dividends it had collected when 
the corporation was operating through a 
branch, thus disregarding the new corporate 
entity that had come into being in France. 
To understand this situation, one must go 
still further back to the law of June 29, 1872, 
which introduced in France a tax on divi- 
dends and interest payable by corporations, 
and also the decree of December 6, 1872, 
article 3 of which established a régime for 
collecting the tax in the case of foreign cor- 
porations having property in France within 
their objects, whereby the foreign corpora- 
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o- 


tion would pay the tax on the same proportion 
(quotité imposable) of dividends distributed 
in its home country as the assets in France 


bore to total assets. The application of the 
levy on this arbitrary basis, which was fixed 
once every three years and was applied 
whether or not the branch in France earned 
an equivalent amount of income, resulted in 
arbitrary assessments of dividends, and even 
of stock dividends, which in no way re- 
flected the operations in France. 


Advent of the “Double Dividend” 
Tax 


Corporations, therefore, resorted to the 
expedient of conducting their operations in 
France through French subsidiaries, and 
this movement was accelerated by the prac- 
tical necessity of segregating the French 
assets from the other assets of the foreign 
company when the franc tobogganed in the 
1920’s. In the case referred to above, the 
“agent” of the Bureau de 1l’Enregistrement 
should have been content with collecting 
the income-from-securities tax from the 
dividends paid by the newly-formed subsidi- 
ary to the American parent. However, the 
American parent had already committed 
itself when the branch was established in 
France to pay the tax on the “quotité im- 
posable” of the dividends distributed in the 
United States, and the fiscal authorities 
would not waive this liability. 


In other words, the Bureau of de |’Enregis- 
trement continued to hold the corporation 
liable on its own distributions and also col- 
lected tax on dividends distributed by the 
subsidiary to the parent, thereby creating 
a double liability in respect of the same in- 
come. This double liability was upheld by 
a French Tribunal in a decision which, in 
substance, stated that the foreign corpora- 
tion was in effect exploiting property in 
France if it had a controlling interest in 
the nominative shares of a French company 
with similar objects. Once this decision 
was rendered, the Enregistrement proceeded 
to assess back taxes against a large number 
of American and other foreign parent and 
even grandparent corporations, the assess- 
ments running into millions of francs. 
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isiness with France? 


@ By MITCHELL B. CARROLL 


The situation grew to be so alarming for 
American business that in the spring of 
1930 the Secretary of State and the Secre- 
tary of the Treasury decided to send a 
mission to France to prevail upon the 
French Government to forego this method 
of taxation that was so inimical to Amer- 
ican business. It soon became evident that 
the only way to solve the difficulty would 
be through a bilateral treaty involving some 
concessions on the part of the United States. 
The negotiations continued during the sum- 
mer of 1930 but the treaty was not signed 
until April 27, 1932. 


As regards the principal issue, the French 
were willing to forego their tax claims against 
the American parent, and in some cases even 
grandparent corporations, only if they would 
agree to make a prescribed declaration to 
come under the régime of taxation estab- 
lished by the treaty (convention of 1932, 
art. X). 


American Corporations with French 
Subsidiaries 


This régime for an American corporation 
with a subsidiary in France is found in 
article VI which provides, in substance, that 
the French Bureau de l’Enregistrement will 
collect the tax on dividends and interest only 
from the French subsidiary, provided it car- 
ries on business on an arm’s length basis 
with the American parent corporation; but 
if, as a result of transactions on terms dif- 
ferent from those which would have been 
made by a third enterprise, profits are di- 
verted from the subsidiary to the parent, 
then the French tax administration may not 
only subject such diverted profits to the tax 
on industrial and commercial profits (ibid., 
art. 1V), but also to the tax on income from 
securities (ibid., art. VI). 


To protect the corporations against any 
arbitrary assessments, the convention re- 
served their right to appeal to the courts. 
In order to come under this régime, it was 
necessary for the American corporation and 
the French subsidiary to make a declaration 
jointly at the Bureau de l’Enregistrement 
within six months after the date upon which 
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this convention came into effect, or within 
six months after the acquisition of the par- 
ticipation or the commencement of relations 
of a nature to entail the application of ar- 
ticle 3 of the decree of December 6, 1872. 
Such an election was irrevocable. 


If any American corporation failed to 
make the election, it would remain subject 
to taxation on the basis of its own dividends 
under article 3 of the decree of December 6, 
1872, but would be allowed to credit against 
the tax so imposed the tax withheld from 
any dividends paid by the French subsidiary 
to the American parent (ibid., art. VI, last 
paragraph). 


American Corporations with 
Branches in France 


In order to obviate the extraterritorial 
application of the French tax on American 
corporations with branches in France, article 
V of the 1932 convention provided another 
elective régime. The American corporation 
could escape having to pay tax on the basis 
of the taxable quota of the dividends which 
it distributed in the United States by elect- 
ing to pay the tax on the equivalent of a 
presumed dividend of three-fourths of the 
profits actually derived from the establish- 
ments in France and determined in accord- 
ance with the provisions concerning industrial 
and commercial profits under article I. The 
basis of three-fourths was finally agreed 
upon in the negotiations as representing the 
amount of profits which a corporation can 
ordinarily distribute as dividends after set- 
ting aside legal reserves, paying taxes and 
amortization of debt. Of course, the tax 
rates were much lower in 1932 than they are 
today. To enjoy this régime, the corpora- 
tion would have to make an irrevocable 
declaration at the Bureau de 1’Enregistre- 
ment within six months after the time upon 
which the convention came into effect or 
within six months after the creation of the 
establishment in France. The election made 
for one establishment applied to all the es- 
tablishments of such corporation. 


Relief from Back Taxes 


American corporations, with subsidiaries 
in France, which had received assessment 
notices running into millions of francs were 
allowed to escape past liability, which in 
some cases went back thirty years, if, prior 
to May 1, 1930 (the approximate date on 
which the negotiations began), they had not 
had their liability to tax under article 3 of 
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the decree of December 6, 1872, finally de- 
termined, and if they made the declaration 
under article VI, which has been described 
above. 


Reciprocal Relief for Other Income 


The foregoing articles were the heart of 
the convention. However, to make it re- 
ciprocal in scope, other articles were incor- 
porated which were based in large measure 
on the proposals for preventing double tax- 
ation in regard to the various items of in- 
come contained in the model conventions 
drafted at the Conference of Governmental 
Experts on Double Taxation, representing 
twenty-eight countries, including the United 
States, which had taken place at Geneva in 
October, 1928. These proposals had been 
further refined in subsequent annual meet- 
ings of the Fiscal Committee of the League 
of Nations, and both the principal French 
negotiator and two of the American negotia- 
tors had attended these meetings. The other 
articles of the convention are therefore of 
interest not only because they were incor- 
porated in this first double taxation treaty 
to which the United States was a party, 
but also because they are reflected in the 
basic articles of the conventions subsequently 
negotiated with Sweden and Canada, and 
they may also be found in substance in other 


treaties to which the United States may 
become a party. 


The Concept of Permanent 
Establishment 


The first article incorporated the principle 
of the permanent establishment; that is to 
say, an American enterprise will not be sub- 
ject to tax in France in respect of its indus- 
trial and commercial profits except in respect 
of such profits which are allocable to its 
permanent establishments in France. The 
term “industrial and commercial profits’ is 
the name of the French tax on business in- 
come which is similar to our own normal 
income tax. In order to arrest a trend to- 
wards taxing profits ascribed to the mere 
purchase of goods within France, and to 
bring French law into line with a principle 
which is now found in section 119 of the 
United States Internal Revenue Code, the 
second paragraph in article I states that no 
account shall be taken in determining the 
tax in one of the contracting states of the 
purchase of merchandise effected therein by 
an enterprise of.the other state for the pur- 
pose of supplying establishments maintained 
by such enterprise in the latter state. 
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For a more complete understanding oj 
the concept of permanent establishment. 
which had been developed by the League of 
Nations meetings, one has to turn to the 
protocol of the 1932 convention, which con- 
tains, under No. 3(a), a definition which had 
been formulated at Geneva after several 
years of effort to reconcile conflicting prin- 
ciples of taxation under the various European 
and American tax laws, and which was con- 
sidered a pragmatic compromise between 
legalistic conflicts. The term “permanent 
establishment” is defined to include “branches, 
mines and oil wells, factories, workshops, 
warehouses, offices, agencies, and other fixed 
places of business, but does not include a 
subsidiary corporation.” The last phrase 
was incorporated specifically to meet the 
situation arising under French law which 
might arise in other countries. 


Profits Attributable to Sales by Agent 


The definition then proceeds to deal with 
one of the most difficult questions in inter- 
national tax law, namely, that of profits that 
might be attributable to sales effected by a 
foreign enterprise through some kind of a 
local intermediary or agent. In the interest 
of the large world trade in commodities 
which is affected mainly through commis- 
sion agents or brokers, and recognizing the 
practical difficulty, if not impossibility, of 
determining profits through such intermedi- 
aries, who themselves have no information 
except the amount of gross sales which they 
effect for the account of the foreigner, the 
League committees had adopted the prin- 
ciple that the fact that an enterprise of one 
of the contracting states has business deal- 
ings in the other state through a bona fide 
commission agent or broker shall not be 
held to mean that such enterprise has a 
permanent establishment in the latter state. 


However, it was recognized that such a 
liberal provision could lead to abuses, and 
therefore a line should be drawn where the 
relationship ‘of commercial agency in the 
legal and customary sense existed. Hence, 
the 1932 convention qualifies the foregoing 
principles with the exception that, when 
an enterprise of one of the states carries on 
business in the other through an agent es- 
tablished there who is authorized to contract 
for its account, it is considered as having 
a permanent establishment in the latter state. 


The principle of the permanent establish- 
ment is complemented by an article to assure 
a fair and accurate determination of the tax 
due in respect of the profits of the estab- 
lishment belonging to an American enter- 
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prise. Thug, article II requires an American 
enterprise with an establishment in France 
to submit to the French authorities the same 
declarations and proofs that are required of 
French enterprises, and authorizes the French 
fiscal administration, subject to the taxpay- 
er’s right of appeal, to make such correc- 
tions in the declaration of profits realized 
in France as may be necessary to show the 
exact amount of the profits. 


A corresponding provision for subsidiaries 
is found in article IV, which in substance 
provides that when an American enterprise, 
by reason of its participation in the man- 
agement or capital of a French enterprise, 
makes or imposes on the latter, in their 
commercial or financial relations, conditions 
different from those which would have been 
made with a third enterprise, any profits 
which should normally have appeared in the 
balance sheet of the French enterprise, but 
which have been, in this manner, diverted 
to the American enterprise, are, subject to 
the taxpayer’s right of appeal, incorporated 
in the profits of the French enterprise. It 
will be noted that this provision is essen- 
tially the same as that found in section 45 
of our own law. 


Treatment of Air Navigation 


Earnings, Royalties and Other Items 


All of these clauses, while described here- 
inin terms of the American enterprise, apply 
equally well to a French enterprise with a 
branch or subsidiary in the United States. 


The convention also embodies a number 
of clauses for the reciprocal exemption of 
certain items of income, as follows: 


1, Income derived by an enterprise of 
one state from the operation of aircraft reg- 
istered in such state and engaged in trans- 
portation between the two states is exempt 
in the second state (convention of 1932, art. 
IIT); 

2. Royalties on patents, secret processes, 
trademarks and copyrights, as well as pri- 
vate pensions and life annuities, paid in one 
state to a corporation of the other state, or 
to a citizen of the other state residing there- 
in, are exempt from tax in the state from 
which the income is derived (ibid., art. IX) ; 


3. Governmental salaries paid by one of 
the states to its citizens for services per- 
formed in the other state are exempt in the 
other state and taxable only by the paying 
State (ibid., art. VII); 

4. War pensions paid by one state to 
persons residing in the other state are ex- 
empt from tax in the latter state. 


The Franco-American Tax Treaty 


The provision regarding air navigation 
profits was modeled after the provision for 
reciprocal exemption of shipping profits, 
which had been in the United States law 
since 1921 (and is now found in sections 
212 (b) “and 231 (d), I. R: C.), and fad 
been brought into effect with France through 
an exchange of notes of June 11 and July 8, 
1927. The provisions concerning govern- 
mental salaries and war pensions are modeled 
after the principle of tax immunity in one 
state of amounts paid by another sovereign. 


After the signing of the convention on 
April 27, 1932, it was promptly ratified by 
the United States on July 25, 1932, but was 
not ratified by France until April 8, 1935. 
Ratifications were promptly exchanged at 
Paris on April 9, 1935, and the convention 
came into effect as of January 1, 1936. 


Unsettled Problems Lead to 
New Negotiations 


Soon after it was in operation various 
questions arose which were not clearly cov- 
ered by the convention, and some corporations, 
which were uncertain about the situation 
in France, failed to meet requirements for 
escaping the extraterritorial dividend tax 
laid down by article VI. One of the prin- 
cipal questions that had not been covered 
was the situation of American banks operat- 
ing through branches in France, which were 
subject to the so-called “patente” tax on the 
basis of their entire capital employed through- 
out the world, even though only a small part 
thereof was actually utilized in France. The 
accumulation of grievances on the French 
side, as well as the American, led to sending 
Francis Colt de Wolf (and later Harry R. 
Turkel) of the State Department and Eldon 
P. King, Special Deputy Commissioner of 
the Bureau of Internal Revenue, to Paris to 
negotiate a new convention, which was signed 
at Paris on July 25, 1939. This convention 
reflects, incidentally, some of the progress 
made by the Fiscal Committee of the League 
of Nations in elaborating model conventions 
for the avoidance of double taxation, which 
accounts largely for the change in form and 
arrangement. Furthermore, the new conven- 
tion completes the régime for avoidance of 
double taxation by recourse, insofar as the 
United States is concerned, to the allowance 
of the credit against the United States tax on 
entire net income in respect of taxes payable in 
France on the various categories of income, 
and insofar as France is concerned, by an 
outright exemption for certain items of in- 
come allocable to the United States, but by 
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a modified credit arrangement in respect of 
other items. 


Time Extended to Meet Require- 
ments of Previous Convention 


From the viewpoint of American corpora- 
tions with branches and subsidiaries in 
France, the later convention is significant 
in that it gives a new period of six months 
from the date of its entry into force for the 
purpose of making the necessary declara- 
tion under articles V and VI of the previous 
convention and thereby enjoying its benefits 
(convention of 1939, art. 17). On the other 
hand, corporations which are going into 
France for the first time to establish branches 
and subsidiaries will be gratified to know 
that they will no longer have to make the 
declarations required in articles V and VI 
of the previous convention. 


Declaration Waived for American 
Corporations with French 
Branches or Subsidiaries 


Thus, under article 15 of the new treaty, 
an American corporation maintaining in 
France a permanent establishment is liable 
to the tax on income from securities on 
three-fourths of the profits actually derived 
from the establishment, as determined for 
the purposes of the industrial and commer- 
cial profits tax, without further ado. This 
article contains a second paragraph which, 
however, subjects the remaining one-fourth 
to the undistributed profits tax which was 
introduced in France subsequent to the com- 
ing into force of the previous convention. 


Under article 16 an American corporation 
with a subsidiary in France is, without mak- 
ing any declaration, freed from any direct 
assessment to tax by reason of its participa- 
tion in the management or capital or any 
other relation with the French corporation, 
and the French authorities can look only 
to the French corporation for tax on divi- 
dends, interest and other distributions, as 
well as any income that may have been 
diverted to a parent corporation by reason 
of transactions on other than an arm’s length 
basis. 


The test of arm’s length transactions 
found in article 5 of the new convention is 
the same as that contained in article IV of 
the old. 


Relief from Back Taxes Broadened 


To take care of some special situations 
involving relief from back taxes which had 
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not been covered by the third, paragraph 
of article X of the old convention, the second 
paragraph of article 17 of the new conven- 
tion permits American corporations to be 
freed of pending claims arising prior to the 
old convention if the tax has not yet been 
paid and was not found to be payable prior 
to May 1, 1930, by a definitive judicial deci- 
sion, or if such decision has been the subject 
of an appeal in cassation. 


New Convention Covers More 
Classes of Income 


The new convention deals with more cate- 


gories of income and in a different order | 


than that in the first convention. Thus, 
after stating the taxes to which the conven- 
tion applies which cover the federal income 
tax, including surtaxes and excess profits 
taxes, as well as the equivalent taxes of 
France, article 2 adopts for the taxation of 
real property, including income from agri- 
cultural undertakings, the principle that it 
shall be taxable only in the state in which 
such property is situated. 


Definition of Permanent Establish- 
ment More Specific 


Article 3 begins a series of articles deal- 
ing with business income, this article being 
the same as article I of the first convention, 
except for being expressed in the singular 
instead of the plural. The definition of 
“permanent establishment” under No. III 
of the protocol is essentially the same as 
the one found in No. 3 (a) of the protocol 
of the first convention, except for a further 
refinement to the effect that when an enter- 
prise of one of the contracting states carries 
on business in the other state through an 
employee or agent established there who 
has general authority to negotiate and con- 
clude contracts, or has a stock of merchan- 
dise from which he regularly fills orders 
which he receives, this enterprise shall be 
deemed to have a permanent establishment in 
the latter state. A clause concerning insurance 
enterprises is added which provides that 
such enterprises shall be considered as hav- 
ing a permanent establishment in one of 
the states as soon as they receive premiums 
from all insurance risks in the territory of 
that state. 


The provisions concerning the declara- 
tions of profits and rectifications of the 
accounts of branches in article 4 of the new 
convention are the same as those in article 
II of the old, and the provision for retrieving 
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profits diverted from a subsidiary to a parent 
corporation in article 5 of the new are the 
same as those in article IV of the old. 







Rule for Air Navigation Profits 
Liberalized 








The new convention confirms the régime 
of reciprocal exemption of shipping profits 
concluded in an exchange of notes of June 
11 and July 8, 1927, between the United 
States and France, and simplifies the régime 
for air navigation profits by omitting the 
requirement that the exemption applies only 
for aircraft engaged in transportation be- 
tween the two states, leaving only the re- 
quirement of registration of the aircraft in 
the home state of the enterprise (convention 
of 1939, art. 6). 














Rule for Royalties Qualified 


The régime for reciprocal exemption of 
royalties for the right to use patents, copy- 
rights, secret processes, formulae, trade- 
marks and the like, is conditioned upon the 
recipient not having a permanent establish- 
ment in the state where payment is made. 
Moreover, this provision is accompanied by 
another clause attributing royalties from real 
property and the operation of mines, quarries 
and other natural resources, to the state in 
which such property is situated (ibid., art. 7). 
















Liberal Professions Aided 


The principle of the permanent establish- 
ment is extended to the exercise of a liberal 
profession in that only the state in which 
the professional activity has a fixed center 
may tax the income therefrom (ibid., art. 
10). Consequently, American lawyers, ac- 
countants or doctors who normally have 
their offices in the United States and render 
services in France while there on occasional 
trips will not be taxable on honoraria earned 
in France. Income from labor or personal 
services is similarly taxable only in the state 
where the taxpayer carries on his personal 
activities (ibid., art.9). Such income is dis- 
tinguished, as in the previous convention, 
from compensation and pensions paid by 
governments which are taxable only by the 
paying government. As in the previous 
convention, the state in which private pen- 
sions and life annuities are paid to individ- 
uals residing in the other state exempts such 
income (ibid., art. 8). 


To encourage cultural intercourse, stu- 
dents who go to France to study will not 
be taxable there on remittances received 
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from the United States and vice versa (ibid., 
art. 12). 


American Banks Taxable only on 
Capital of Branch in France 


The above-mentioned obstacle to the op- 
eration of an American bank through a 
branch in France is removed by article 13, 
which specifically limits the application of 
the French “patente” tax to capital employed 
and allocable to a permanent establishment 
in France. This article also extends the 
régime of reciprocal exemption from income 
taxed in the case of navigation enterprises 
to the patente tax insofar as shipping activi- 
ties are concerned. 


Americans Assured Credit for 
French Taxes 


Protection against double taxation is as- 
sured by article 14. In the case of citizens, 
residents, or corporations of the United 
States, they must include in the basis of 
their income tax, surtax and excess profits 
taxes, all items of income taxable under the 
laws of the United States, even though this 
provision may apparently conflict with some 
other provisions of the convention which 
specifically attribute income to France for 
tax purposes. The United States is required 
to deduct from the taxes so computed on 
entire net income the amount of French 
income tax paid, in accordance with the 
benefits and the limitations in section 131 
of the United States Internal Revenue Code, 
relating to the credit for foreign taxes. 


As regards France, cognizance is taken 
of the special character of the French tax 
system, which includes a number of so-called 
schedular taxes on different categories of 
income levied for the most part only on in- 
come from sources in France, and a super- 
imposed general income tax on the entire 
net income of persons residing in France. 
In the case of schedular taxes, income from 
securities, debts, and trusts, having its source 
in the United States, shall be subject in 
France to the tax on income from securities, 
but France will allow against its tax on 
income from securities a credit of 12 per 
cent of the amount of the income in respect 
of the tax withheld in the United States from 
dividends, interest, and income from trusts. 
This rate of 12 was agreed to when the with- 
holding rate applicable in the United States 
to dividends and interest paid to French 
citizens residing in France was only 10 per 
cent. With the present rate of 30 per cent 
applicable in the United States, and prob- 
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ably a relatively high rate in France, double 
taxation will be limited only to the extent 
of 12 per cent. 


As regards other categories of income de- 
rived from sources in the United States, 
and taxable there according to the conven- 
tion, they will not be subject to schedular 
taxes in France. 


In the case of the French general income 
tax, article 14 permits it to be imposed by 
the French on all items of taxable income, 
including those from the United States. 


. . . 
Regime for Americans Resident in 
France 


The arbitrary régime for taxing foreigners 
in France on five times the rental value of 
the residence in France, unless this amount 
is less than the income from property, busi- 
ness or professions in France, is maintained 
in the last paragraph of article 14 of the 
convention. It is obvious from the fore- 
going that the relief from double taxation 
enjoyed by citizens, residents, and corpora- 
tions of the United States will be on the 
whole more generous than that accorded 
by France to its citizens, residents and cor- 
porations. 


Exchange of Information Limited 


The convention also contains certain pro- 
visions for exchange of information in order 
to facilitate the application of the taxes and 
prevent tax evasion, but in no case shall 
the provision relating to particulars in con- 
crete cases, or to mutual assistance in the 
collection of taxes, be construed so as to 
impose upon either of the contracting states 
the obligation to carry out administrative 
measures at variance with the regulations 
and practice of either contracting state, or 





France. 








The author participated in the negotiation of the first treaty with 
France during the summer of 1930, as Special Attorney in the Treas- 
ury Department. He is now a practicing attorney in New York City, 
and special counsel for the Tax Committee of the National Foreign 
Trade Council which is actively supporting the conclusion of treaties 
to prevent international double taxation such as the new treaty with 
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to supply particulars which are not procur- 
able under the law of the state to which 
application is made, or that of the state 
making application. Furthermore, the state 
to which a request for information or assist- 
ance is addressed may refuse to comply with 
the request for reasons of public policy or 
if compliance would involve violation of a 
business, industrial, or trade secret (ibid, 


art. 24). 


Principal Advantages for Americans 


American corporations which are awaiting 
their opportunity to resume activities in 
France may do so without the risks of ex- 
cessive taxation which they faced after the 
last war. If they operate branches in France, 
their tax liability for purposes of the profits 
tax is definitely limited to profits attributable 
to the branch in France, and their liability 
to the dividend tax to three-fourths of the 
profits so determined. If they have a sub- 
sidiary in France, the subsidiary alone will 
be responsible for payment of profits and 
dividend taxes. The exemption in France 
for royalties continues unless the recipient 
has an establishment in France, a principle 
equivalent to that found in sections 211 (b) 
and 231 (b) of our own Revenue Code. 


Corporations which have claims pending 
because of failure to meet the requirements 
under the old convention, which terminates 
with the coming into force of the new one, 
will have six months in which to regularize 
their situation. 


The other provisions mentioned, including 
particularly those which definitely assure 
protection from double taxation, are positive 
encouragement from a tax viewpoint to 
efforts towards the restoration of American 
commerce in and with France. 


[The End] 
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CAPITAL STOCK TAX 
ACCRUALS 


By 
LEON L. RICE, Jr. 


Attorney-at-Law 


This is a plea for the use of common sense in 
accruing federal capital stock taxes 
as deductions for federal income tax purposes. 


os A LONG time it has been recog- 
nized as a general rule that the capital stock 
tax for any capital stock tax year ending on 
June 30 accrues as a whole on July 1 of 
the preceding year, provided the corporation 
was in business at the earlier date. The 
earliest pronouncement of this rule appar- 
ently was in the case of Jamestown Worsted 
Mills’ wherein the Board reasoned that, 
since the capital stock tax imposed by the 
Revenue Act of 1918 was called a “special 
tax’—a type of tax payable in advance 
according to Section 3173 of the Revised 
Statutes—the tax accrued at the beginning of 
the capital stock tax year. It may be 
seriously questioned whether this case, and 
others similar to it, involving the capital 
stock tax as imposed by the Revenue Act 
of 1924 and prior acts, should be held appli- 
cable to the present capital stock tax which 
dates from the National Industrial Recovery 
Act of 1933. The earlier capital stock taxes 
were directly related to the actual fair aver- 
age value of the corporation’s stock, whereas 
the present capital stock tax bears no nec- 
essary relation to the actual value of stock, 
but is based on anticipated profits. More- 
over, the present tax is no longer denomi- 
nated a special tax, but simply an excise 
tax.? Yet the rule originally announced in 
cases involving the earlier and different acts 
has been followed almost religiously under 
the acts since 1933. In view of the fact 
that the capital stock tax has become part 
of a grand guessing game, the amount of 
the tax being dependent on annual declara- 
tions of value which are not made until after 
the end of the capital stock tax year, there 
seems to be no compelling or even logical 
reason for adhering to the theory that the 
tax accrues twelve months or so earlier. 


The general rule has the vice of con- 
stantly requiring adjustment of income tax 
returns already filed in the case of any cor- 


11 B. T. A, 659 (1925); see also The Pictorial 
Review Company, 26 B. T. A. 472 (1932); Bow- 
man Hotel Corp., 24 B. T. A. 1193 (1931); GCM 
17340, Cum. Bull. XV-2, 81. 

* IRC, sec. 1200. 
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poration whose income tax return for the 
year in which the July 1 accrual date fails 
is filed before the following June 30. Since 
most corporations fall within this category, 
the vice is a major one. 


Further complications enter the picture 
where there is a change in capital stock tax 
rate after the corporate income tax return 
is filed. The Chief Counsel of the Bureau 
made a definite start in the right direction 
in G. C. M. 22366,* involving an increase 
in tax rate of ten cents per one thousand 
dollars effected by the Revenue Act of 1940, 
approved June 25, 1940. Reasoning that 
retroactive adjustments of income tax returns 
should be required only in those instances 
where the 1940 Act was passed in time to 
permit the corporations to adjust their ac- 
counts, it was ruled that adjustments need 
not be made to take into account such 
increase with respect to taxable years ended 
on March 31, 1940, or prior thereto. It 
followed that in the case of most corpora- 
tions the increase in rate was deductible in 
taxable years beginning in 1940 rather than 
in 1939. When, however, an additional fif- 
teen-cent increase in tax rate was made by 
the Revenue Act of 1941, approved Septem- 
ber 20, 1941, the forward progress indicated 
in G. C. M. 22366 was abruptly halted by 
G. C. M. 23251.4 The earlier G. C. M. was 
held to be all right, but it was specifically 
limited to years in which no new declaration 
of capital stock value is made. It will be 
recalled that there was a general extension 
of time for filing capital stock tax returns 
for the year ended June 30, 1941, and cor- 
porations generally took advantage of this 
extension to file their returns after the en- 
actment of the 1941 Act, presumably showing 
thereon a new declared value. The general 
result of G. C. M. 23251 was that the increase 
in rate effected by the 1941 Act was thrown 
back as a deduction in taxable years already 
ended and with respect to which income 


8 1941-1 Cum. Bull. 210. 
# 1942-2 Cum, Bull. 103. 





















































returns had already been filed. This was 
of obvious advantage to the government 
revenue but equally to the disadvantage of 
the taxpayers. 


One Adjustment or Two? 


The reasoning in G. C. M. 23251 is a bit 
difficult to follow. The ruling argues in 
effect that, since adjustment of income tax 
returns is required anyway when a new 
declaration is made, adjustment should also 
be made for any change in capital stock tax 
rates which takes effect before the capital 
stock tax return is filed: In other words, 
since one adjustment must be made, you 
had just as well make two 
at the same time. But 
will this reasoning stand? 
The Tax Court revealed 
the fallacy of the reason- 
ing in First National Bank 
in St. Louis® This case 
involved the ten-cent in- 
crease in capital stock tax 
rate made by the Revenue 


that 


to 1940. 


Act of 1940, the same 
increase involved in the 
earlier G. C. M. 22366. 


The taxpayer contended 
that the increase accrued 
on July 1, 1939. The Tax 
Court reached the same 
result as was reached in 
the said G. C. M., namely, 
that the increase should 
be accrued in 1940. The 
language of the Court, however, runs com- 
pletely counter to the rationale of G. C. M. 
23251 relating to the 1941 increase: 


“In United States v. Anderson, 269 U. S. 
422, the Supreme Court held that a tax 
accrues in the year when all the events have 
occurred which fix the amount of the tax 
and determine the liability of the taxpayer 
to pay it. The event which fixed the amount 
of the petitioner’s capital stock tax at an 
amount in excess of that allowed by the 
respondent and made the petitioner liable 
to pay such excess was the enactment in 
June 1940 of Section 205 of the Revenue Act 
of 1940. Obviously prior to that time the 
petitioner had no liability to pay such ex- 
cess. Since no event occurred in 1939 which 
fixed the amount of the petitioner’s liability 
for capital stock tax at an amount in excess 
of that allowed by the respondent, no greater 
amount accrued in 1939, and the petitioner 
is not entitled to take any greater amount 
as a deduction in 1939.” 





51T, C, 370 (1942), acquiescence. 
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At current average rates the 
interest alone on $300 billion 
debt will be $6 billion annually. 
Except for two unusual years, 
is more than the entire 
annual revenue of the federal 
government at any time prior 
A rise of even one- 
half of one percent in the in- 
terest on the debt would mean 
$1,500,000,000 added to the gov- 
ernment expenses. 
mean, in turn, either another 
billion and a half in taxes or a 
still further rise in the debt.— 
Elliott V. Bell, State Banking 
Superintendent, New York. 





The First National Bank case was decided 
after G. C. M. 23251 was issued. The Tax 
Court, however, made no reference to it. 
Doubtless, it will be argued by representa- 
tives of the Bureau that the First National 
Bank decision can be distinguished on the 
same ground that G. C. M. 22366 was dis- 
tinguished, namely, that no new declaration 
of value was made. It is submitted, how- 
ever, that the language of the Court quoted 
above is diametrically opposed in principle 
to G. C. M. 23251 and destroys its force as 


authority so far as the Tax Court is con- 
cerned. 


The Circuit Court of Appeals for the First 
Circuit was of the same 
mind as the Tax Court in 
Van Norman Company v. 
Welch® involving an in- 
crease in state excise taxes 
made by statutes enacted 
in June 1936. Citing the 
First National Bank case 
with approval, the Court 
held that the increase was 
properly accruable for 1936 
rather than 1935, observ- 
ing: 

“On the accrual basis 
no attempt should be made 
to include things which 
cannot be learned until 
beyond a reasonable time 
after the tax period. That 
is to say, the taxpayer 
should not be required to 
hold his books open beyond a reasonable 
time after the close of the period. In the 
case at bar taxpayer’s return was due and 
filed on March 15th but the new statutes 
were not enacted until the following June. 
It would be unreasonable and impracticable 
to require the accounts to be held open and 
adjusted so long after the close of the tax- 
able year and, more important, after the tax 
returns were due.” 


That would 


The conclusion seems inescapable that 
changes in capital stock tax rate effected 
after income tax returns are filed should not 


be made the basis for adjustment of such 
returns. 


There remains the problem of how prop- 
erly to accrue capital stock taxes as de- 
ductions where no changes in rate are 
involved. A common sense answer has been 
supplied by the Tax Court in the recent 


$141 F. (2d) 99 (C. C. A. Ist, 1944). 
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case of Atlantic Coast Line Railroad Com- 
pany.” In that case the petitioner and its 
subsidiaries kept their books and filed their 
returns upon an accrual and calendar year 
basis. It was the consistent practice of the 
petitioner and its subsidiaries to accrue capi- 
tal stock taxes over the twelve-month period 
to which the tax related. The accruals dur- 
ing the last six months of the calendar year 
were based upon the declaration made in 
July. The accruals during the first six 
months of the succeeding year were contin- 
ued on the same basis but in due course 
adjusting entries were made “at least by 
June” of amounts which resulted in the 
accrual during this six-month period of the 
balance of the exact amount of capital stock 
tax shown on the return filed in the follow- 
ing July or later. With respect to the year 
1940, the ten-cent increase in tax rate levied 
by the Revenue Act of 1940 was accrued 
during the first six months of 1940. As 
regards 1941, the adjusting entries were not 
made until after the enactment of the Reve- 
nue Act of 1941, approved September 20, 
1941. In the audit of the petitioner’s income 
tax returns for prior years beginning with 
the year 1936, the Commissioner ruled that 
the entire capital stock tax for the year 
ended June 30 was accruable and deductible 
in computing Federal income taxes in July 
of the preceding calendar year. The peti- 
tioner did not contest the action of the Com- 
missioner until the instant proceeding was 
filed with the Tax Court. 


Tax Court Rejects 
Commissioners Theory 


Pointing out that the Atlantic Coast Line 
Railroad Company and its subsidiaries had 
consistently followed the method of accruals 
above outlined and that the method did not 
result in a distortion of true net income, 
the Tax Court rejected the contention of 
the Commissioner that the entire capital 
stock tax for the tax year ended June 30 
was accruable in the preceding calendar 
year. Admitting that there was a technical 
liability on July 1 of each year for the entire 
tax, the Court nevertheless dubbed the 
method of accrual in question as being “emi- 
nently reasonable.” It thought this was far 
better than attempting to estimate the tax 
in advance, particularly in the light of the 
inaccuracy of the two variables, valuation 
and rate. The Court went further and re- 
affirmed the principle of the First National 
Bank case to the effect that an increase in 


74 T. C. No. 16 (1944), acquiescence. 
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the rate of the capital stock tax creates a 
charge accruable only in the year the change 
becomes cognizable. 


In line with the Atlantic Coast Line case, 
the Court in Goss and De Leeuw Machine 
Company v. United States* held that if the 
taxpayer there involved was on the accrual 
basis, capital stock tax accrued for the cal- 
endar (income tax) year 1937 would be so 
much of the 1937 capital stock tax as accrued 
from January 1 to June 30, 1937, and so 
much of the 1938 capital stock tax as accrued 
from July 1 to December 31, 1937. 


It seems likely that there are many cor- 
porations throughout the country which fol- 
low methods of accruing capital stock taxes 
similar in all material respects to the one 
outlined in the Atlantic Coast Line case. 
They should find much solace in that case, 
particularly in the light of the fact that the 
Commissioner has acquiesced in the decision. 


Accrue Taxes at the End 
of the Year 


As an alternative to the method approved 
in the Atlantic Coast Line case, it is submit- 
ted, for the reasons stated earlier in this 
article, that capital stock taxes should be 
accruable only at the end of the capital 
stock tax year. Only then can it be known 
how much capital stock tax will be payable. 
Only then does the event which fixes the 
amount, namely the declaration of value, 
take place.® 


Any method of accruing capital stock 
taxes which does away with the perennial 
necessity of adjusting income tax returns 
previously filed and which does not distort 
income deserves general acceptance. Per- 
haps the problem will be solved as to future 
years by the repeal of the capital stock tax. 
This will not, however, take care of prior 
years. It is to be hoped that the courts 
generally, and indeed the Commissioner him- 
self, will see fit to take a reasonable view 
of the problem, such as the Tax Court has 
exhibited in the Atlantic Coast Line decision. 


[The End] 


853 F. Supp. 853 (D. C. D. Conn., 1943). 


® Judge Opper of the Tax Court, who presided 
at the hearing of the Atlantic Coast Line case, 
supra note 7, raised the question as to whether 
the capital stock tax might be accruable at the 
end of the capital stock tax year. This propo- 
sition was adopted as an alternative contention 
by the petitioners in that case. See Brief of 
Petitioners, pp. 61-65. The opinion of the Tax 
Court, however, contains language which is 
more or less contrary to such contention. 
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b ipeten DECADE before 
our entry into the war 
foreign governments imposed 
a variety of restrictions on the free move- 
ment of their currencies. Only during 
World War II have the United States and 
Great Britain introduced such restrictions. 
Primarily intended as a war measure, they 
have blocked the funds held by nationals of 
certain foreign countries within the realm of 
American or British jurisdiction. All of 
these restrictions, while varying widely in 
detail, have one common denominator: The 
governmental regulation of the transfer of 
funds from one country to another. 


The United States and British regulatory 
measures are mainly embodied in: 


(a) The regulations issued by the Treas- 
ury Department under authority of Execu- 
tive Order No. 8389, as amended, blocking 
funds held in this country by certain na- 
tionals and making the disposition of such 
funds subject to either general or special 
licenses. 

(b) The British Currency Restrictions, 
under the Defense Finance Regulations of 
1939, as amended. 


(The Netherlands Government in Exile by 
Decree of May 24, 1940, has imposed re- 
strictions of its own on Dutch funds held 
abroad.) 


All or at least part of these restrictions 
may be expected to outlast the war for some 
time; and furthermore, it is likely that for 
many years to come foreign currency regu- 
lations will exist in one form or another 
until free trading in foreign currencies is 
generally re-established. 

It is obvious that both the currency reg- 
ulations of foreign countries as well as those 


of the Foreign Funds.Control exercised by 
the United States have raised numerous tax 
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By ROWLAND W. LASSEN 


Certified Public Accountant 
New York City 











questions which are being 
slowly brought before the 
tax courts. 







We will not describe in 
detail the effect of the cur- 
rency regulations applied by 
the various foreign coun- 
tries; for our purposes their effect may be 
briefly summarized as follows: 


(1) In most cases the currency—income 
and capital alike—cannot be transferred into 
United States dollars or other free currency 
but is kept in blocked accounts within the 
foreign country. 


(2) In some cases transfer of income may 
be effected either generally or by virtue of 
special governmental permission. 


(3) The currency thus blocked can often 
be used within the foreign country for pre- 
scribed purposes, though such use is again 
often subject to specific permits of the for- 
eign government. 


(4) In some cases, while regular income 
such as salaries, dividends, interest, etc. is 
transferable into United States dollars, cap- 
ital gains may not be thus transferred. 


(5) Often it is permissible for the owners 
of such blocked holdings to transfer these 
blocked assets to others who may have a use 
for them within the foreign country and will 
pay for them in free currency. In such cases, 
though the blocked currency never leaves 
the foreign country, there is often a market 
in the United States in which regular quo- 
tations for blocked currencies of specific 
countries may be obtained. It is obvious 
that such use of blocked currency consti- 
tutes a means of transfer or conversion oi 
the foreign blocked funds into United States 
dollars, even though this conversion maj 
be effected only at a substantial discount in 


II 


comparison with the official rate of exchange. 


Under normal circumstances, the income 
of United States citizens or resident aliens 
is taxable irrespective of the sources from 
which such income is derived. This includes, 
of course, all income from foreign sources 
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(see Regulations 111, Sec. 29.22 (a)-1). 
Such income, again under normal circum- 
stances, must be convertible—though not 
actually transferred—into United States dol- 
lars in order to arrive at the amount includ- 
ible in the taxpayer’s taxable income. 


It is well established that for federal in- 
come tax purposes, income is to be measured 
in terms of dollars irrespective of the sources 
and the currency from which such income was 
riginally derived (see Frederick Vietor and 
Achelis v. Salt’s Textile Manufacturing Com- 
pany, 26 F. (2d) 249 [1 ustc { 274]; also 
James A. Wheatley, 8 BTA 1246 [CCH Dec. 
3040]). As outlined in the Vietor and Achelis 
case, our tax law 


“does not measure assets in terms of marks, 
francs, or kronen, any more than in terms of 
wheat or pig iron. Nor can it be of any 
relevancy or importance to us whether or 
not in terms of francs or marks there has 
or has not been addition to the capital, 
whether the capital is located in Chicago or 
Paris. Regardless of the situs of its capital, 
it is the income of an American corporation 
which is the subject of measurement and 
income accrues to it only in terms of dollars.” 


When Transfer Prohibited 


If the foreign exchange law of the foreign 
country prohibits the transfer of these blocked 
funds entirely, thus making the conversion 
into United States dollars impossible, the 
income derived by an American taxpayer in 
such foreign currency is not includible in his 
taxable income. This has first been held by 
the Board of Tax Appeals in International 
Mortgage and Investment Corporation, 36 
BTA 187 [CCH Dec. 9691], to which the 
Commissioner has acquiesced. This case 
dealt with the German Foreign Exchange 
Law of 1931, under which a transfer of 
blocked assets into other currencies was im- 
possible. (See also United Artists Corpora- 
tion of Japan, Docket No. 272 of June 13, 1944, 
TC Memo. Decision [CCH Dec. 13,990(M)].) 


If on the other hand these currency re- 
strictions do not prevent the sale of blocked 
assets to others and require only govern- 
mental permission to transfer the blocked 
currency, the taxpayer is required to in- 
clude the income from such blocked assets 
in his taxable income; thus it has been 
held in Credit and Investment Corporation v. 
Commissioner, 47 BTA 673 [CCH Dec. 
12,829], that under the German restrictions 
of 1935 it would have been possible to trans- 
fer blocked funds either by securing permis- 
sion of the German Government or by selling 
the blocked currency in the United States 


Blocked Accounts 


market at a depreciated rate of exchange, 
and that therefore the taxpayer was subject 
to United States income tax on the foreign 
blocked income, 


The principle outlined above, namely, that 
blocked income is not taxable if in no way 
convertible into United States dollars, while 
taxability results if it becomes thus convert- 
ible by means of transfer or sale, has been 
followed in Mim. 5297 of December 16, 1941 
(1942-1 CB 8&4), relating to income of 
United States taxpayers from British sources, 
which income is subject to British Currency 
Regulations. If such British income is 
credited in England to a “United States 
Registered Account” and thus convertible 
into United States dollars at the official rate 
of exchange quoted by the Bank of England, 
it is taxable at the time of receipt whether 
or not taxpayer actually converted the 
pounds into U. S. dollars. On the other 
hand no tax results if the income or capital 
gains are credited to a blocked account from 
which no transfer into U. S. dollars may be 
made. 


If earnings in blocked currency were made 
at a time when transfer was possible, such 
earnings are nevertheless includible in tax- 
payer’s income, even though during the 
same taxable period the currency restric- 
tions of the foreign country prohibited any 
further transfer. The fact that taxpayer 
did not make use of the possibility of transfer 
at the time the income was earned and that 
he therefore became subject to blocking, is 
not relevant for federal tax purposes 
(International Mortgage and Investment Cor- 
poration, supra). 


Foreign Personal Holding Companies 


The rules outlined above were not applied 
by the Tax Court and the Circuit Court 
of Appeals, Second District, in the case of 
a foreign personal holding company owned 
by United States taxpayers (see Phanor J. 
Eder v. Commissioner, 47 BTA 235, of June 
30, 1942 [CCH Dec. 12,577], and Circuit 
Court of Appeals, 138 F. (2d) 27, of July 1, 
1943 [43-2 ustc 7 9519]). In this case tax- 
payer, his wife and son each owned twenty- 
five per cent of a Colombian investment 
company, which was concededly a foreign 
personal holding company. Under the Co- 
lombian law, the profits or earnings of the 
company could not be legally transferred 
outside of Colombia because of a prohibition 
imposed by exchange control laws. The ex- 
pending or investing of such blocked pesos 
within the boundaries of Colombia was, how- 
ever, permissible. On the other hand, if the 
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pesos were used for the purchase of mer- 
chandise to be exported, the dollars received 
for such exported merchandise had to be re- 
imported into Colombia. Taxpayers had not 
included in their income as undistributed 
Supplement P income that part of the net 
profit of the Colombian corporation which 
they could not transfer or convert into 
United States dollars. The Circuit Court of 
Appeals followed the Board of Tax Appeals 
to the extent that the undistributed net in- 
come of the corporation was includible in 
the taxable income of the American tax- 
payers. 


The Board of Tax Appeals based its deci- 
sion squarely on Section 337 of the Revenue 
Act of 1938 requiring residents of the United 
States to include the undistributed Supple- 
ment P income of a foreign personal holding 
company in their personal income tax re- 
turn. It denies that the doctrine of con- 
structive receipt, on which the Jnternational 
Mortgage case is based, is applicable in the 
case of a foreign personal holding company 
and therefore argues that under the specific 
legislation for such companies, there is no 
room for the-exclusion of this foreign blocked 
holding company income by the United States 
stockholders. The Circuit Court of Appeals, 
Second District, in confirming this decision, 
advances the further argument that even 
though taxpayers may not have been able 
to transfer the funds or to sell the blocked 
pesos for dollars to others, taxpayers could 
have invested or spent the blocked pesos in 
Colombia, and as a result could have re- 
ceived economic satisfaction in that country. 
The court stated: 


“We do not agree with taxpayers’ argu- 
ment that inability to expend income in the 
United States, or to use any portion of it in 
payment of income taxes, necessarily pre- 
cludes taxability in a variety of circumstances. 
It has been held that the fact that the dis- 
tribution of income is prevented by opera- 
tion of law or by agreement among private 
parties is no bar to its taxability.” (See 
Heiner v. Mellon, 304 U. S. 271, 281 [38-2 
ustc $9311]; Helvering v. Enwright, 312 
U. S. 636, 641 [41-1 ustc ] 9356]; Helvering 
v. Bruun, 309 U. S. 461 [40-1 ustc § 9337].) 


“Economic Satisfaction” 


The argument that a United States tax- 
payer could have received “economic satis- 
faction” by expending the blocked currency 
within the foreign country opens a new 
aspect not covered by the International Mort- 
gage case. It is common to most of the 
currency restrictions of other countries that 
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they permit use of the blocked assets within 
their boundaries; yet it would seem that a 
United States taxpayer receiving income in 
blocked currency cannot be forced to ex- 
pend the blocked amounts within the for- 
eign country and to obtain for himself 
“economic satisfaction” by actually living 
in such foreign country. It may well be 
argued that, once a taxpayer has expended 
the money and has thus saved the expendi- 
ture of U. S. dollars, actual “economic sat- 
isfaction” has come to him and that he 
therefore be taxable to the extent of such 
actual expenditure. In our opinion it is 
wrong, however, to force a taxpayer to pay 
income taxes on income which he could have 
spent within the foreign country. 


In relying on Section 337 IRC exclusively, 
the Board of Tax Appeals and the Circuit 
Court of Appeals in the Eder case do not 
give in our opinion sufficient weight to the 
fact that all income of U. S. taxpayers must 
be measurable in U. S. dollars (see supra). 
As far as can be ascertained, no exception 
to this rule has been made by Section 337 
IRC. It is from this point of view that we 
cannot see any distinction between the facts 
in the International Mortgage case and those 
in the Eder case. 


Rate of Exchange 


Where income under currency restrictions 
is nevertheless taxable under the rules out- 
lined above, the establishing of a rate of 
exchange for the conversion of foreign in- 
come into U. S. dollars will often meet with 
difficulties. The general rule that the rate 
of conversion at the time the income was 
earned must be used to measure taxpayer's 
income in terms of U. S. dollars (see O. D. 
459, 2 CB 60), is easy to apply if there is 
in the United States a unified—if unofficial 
—market for such blocked currency. Ina 
letter of the Commissioner of Internal Rev- 
enue to the Merchants Association of New 
York, dated February 26, 1935, the Com- 
missioner ruled that where there is besides 
the official rate of exchange another rate 
at which rate alone the transfer of income 
is possible, such rate may be used for tax 
purposes. As stated by the Commissioner, 
that rate of exchange should be used which 
most clearly reflects the taxpayer’s income. 


Nevertheless the Commissioner has tried 
several times to use the official rate of ex- 
change in spite of the fact that no conver- 
sion at that rate was possible. The courts, 
however, have been consistent in applying 
the true economic rate at which foreign 
earnings may be converted into United States 
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dollars. In the case of Edmond Weil, Inc. 
(TC Memo. Decision of August 9, 1944, Docket 
Nos. 1773, 2690 [CCH Dec. 14,094(M)]), it 
was established to the satisfaction of the 
court that the petitioner in transferring 
income from Brazil was never paid the of- 
ficial rate of exchange and that therefore, as 
a practical matter, the lower commercial 
rate was to be used (see also Credit and 
Investment Corporation, supra). 


The question of conversion becomes still 
more difficult if no specific rate for the 
blocked currency of a particular country 
can be established or where blocked income 
has been held taxable in spite of the impos- 
sibility of conversion (see Phanor J. Eder, 
supra). In the Eder case the board had con- 
verted the income of taxpayers at the 
official rate of exchange for “free” Colom- 
bian pesos. The Circuit Court of Appeals 
in otherwise confirming the board’s decision, 
disagreed with the use of this rate and 
stated: 


“There is nothing in the record to show 
how economic satisfaction in Colombia can 
be measured in American dollars. Perhaps 
it can be measured on the basis of the re- 
spective price indices in the United States 
and Colombia, restricting the commodities 
included in the indices to those which could 
readily be purchased in Colombia in the 
taxable year; perhaps there are other avail- 
able legitimate bases.” 


Evidence Reconsidered 


The Tax Court, in reconsidering this case, 
examined the proof brought by taxpayer 
as to the variable between the prices at 
which the same or similar foods and other 
commodities commonly used by citizens of 
this country sold in the United States and 
Colombia throughout the particular year. In 
addition it heard testimony of a New York 
banker as to the value of such blocked pesos 
and came to the conclusion that the value 
of such blocked pesos was only fifty per 
cent (28.53¢ per peso) of the rate of ex- 
change for “free” pesos (57.06¢). It is ob- 
vious that this procedure, while perhaps 
economically justifiable, requires taxpayer 
to pursue the difficult task of comparing 
commodity prices between various countries 
and establishing rates of exchange for which 
there may be no true basis in fact. Still 
more so, and at least, equally difficult, would 
be the establishing of a rate of exchange 
where blocked currency can be transferred 
only by way of economic barter. It would 
be going too far to examine this question 
at this point but the many different barter 


Blocked Accounts 


rates in force for German blocked marks 
from 1935 to 1939 will exemplify the diffi- 
culties which we may encounter in the future. 


Withholding at the Source 


A special situation exists as far as the 
tax withheld from dividends and interest 
payable to non-resident aliens is concerned. 
There are in the United States many bank 
and brokerage accounts belonging to non- 
resident aliens and blocked by the U. S. 
Foreign Funds Control. Some of these ac- 
counts also fall under the Dutch Decree of 
May 24, 1940. It is obvious that the non- 
resident alien does not have the full enjoy- 
ment of his income as long as permission 
to transfer the income is not granted by 
the Foreign Funds Control and by the Nether- 
lands Government in Exile. Yet the Treas- 
ury in examining the Dutch Decree has ruled 
that in such cases “the beneficial ownership 
of the property in question remains in the 
former owner; that the Dutch Decree con- 
templated that technical title also will ulti- 
mately be restored to such owner, and that 
in the meantime the Netherlands Government 
is merely holding the property for the bene- 
fit of such owner” (see I. T. 3449, 1941-1 
CB 258). The tax therefore must continue 
to be withheld at the source. The same 
principle was applied by the Treasury to 
property in the United States taken over by 
the British Alien Property Custodian. Here 
again it was argued that the British Govern- 
ment does not hold itself out to be the owner 
of the seized property and that for this rea- 
son it “should be considered, for income tax 
purposes, the custodian and not the owner 
of the property”. 


It may be pointed out that income from 
property thus blocked is not constructively 
received by the beneficial owner and that 
therefore no taxable income arises. Since 
the non-resident alien, under Section 211 
IRC, and the non-resident foreign corpora- 
tion, under Section 231 IRC, become tax- 
payers in the United States, whether their 
tax liability is discharged by withholding 
at the source or not, the theory of construc- 
tive receipt should likewise apply to them. 
On the other hand, the Treasury in instruct- 
ing American withholding agents to con- 
tinue the withholding of the tax, takes a 
practical stand. Unless the Netherlands 
Government in Exile or the British Prop- 
erty Custodian be regarded as the true 
owners of the property involved, some non- 
resident alien must be its beneficial owner 
and from an administrative point it would 
be very difficult, if not impossible, to deter- 
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mine in each case whether or when the 
income is finally constructively received by 
its beneficial owner. 


Income Subject to United States 
Foreign Funds Control 


Under Executive Order 8389 as amended 
the funds of certain citizens and corpora- 
tions of certain foreign countries, have been 
made subject to United States Foreign 
Funds Control. This resulted in a blocking 
of the assets of such nationals, the disposi- 
tion of which is subject to Treasury licenses. 
Under various general licenses, most of the 
nationals residing in this country either have 
the full use of their funds or are able to 
withdraw funds in limited amounts for liv- 
ing expenses, to pay taxes or to buy and 
sell securities, these securities again being 
subject to blocking. But most of the ac- 
counts of non-resident individuals or of for- 
eign corporations remain blocked; and in 
many cases the Treasury by special block- 
ing has made impossible the disposition of 
frozen assets of residents as well. This 
was done mostly where the Treasury did 
not believe the ownership of these funds 
sufficiently established, or where there was 
a suspicion that Axis nationals had an inter- 
est in such funds. 


If income is earned and credited to such 
blocked accounts, the question again arises 
whether or not this income is taxable at the 
time earned or taxable only at the time the 
restrictions have been finally lifted. It 
would appear obvious that income on ac- 
counts which may be operated under general 
license is taxable as it is earned; only where 
no license whatsoever is granted and the 
account is therefore entirely frozen does the 
question become acute. 


It should first be clearly stated that the 
blocking of funds on the part of the For- 
eign Funds Control does not constitute a 
seizure and that therefore the various deci- 
sions regarding the taxability or non- 
taxability of income from seized property 
cannot be applied. Nor would this blocking 
come under the category of a sequestration 
of these frozen funds. 


The Treasury in Mim. 5075 (July 8, 1940, 
1940-2 CB 141) has ruled that income of 
non-resident aliens or non-resident foreign 
corporations continues to be subject to 
United States withholding tax “in the same 
manner and to the same extent as if the 
restrictions on the transfer of the income 
did not exist”. Since—as stated above in 
discussing I. T. 3449 [1941-1 CB 258] relat- 
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ing to the Dutch Decree—the non-resident 
under Sections 211 and 231 IRC becomes a 
taxpayer in the United States, the theory of 
constructive receipt must be applicable to 
him also. From the ruling in Mim. 5075 
{1940-2 CB 141] it would appear that the 
Treasury regards such income from frozen 
assets as constructively received by the 
owner. 


Whether Income Taxes Are Due, 
A Theoretical Question 


It should also be pointed out that General 
License No. 5 as amended authorizes the 
payment from any blocked account to the 
United States or to any state thereof of 
customs duties, taxes, and fees payable by 
the owner of such blocked account. But this 
general authorization cannot settle the 
theoretical question whether or not income 
taxes are due because of the receipt of 
income on a blocked account. 


To the contrary, it may seriously be ques- 
tioned whether such income is construc- 
tively received by the owner as long as he 
cannot dispose of it. It is true that the 
income is earned in United States dollars; 
but economic satisfaction of income can only 
be obtained if its free use may be enjoyed 
by the recipient. As has been pointed out 
by Justice Holmes in Corliss v. Bowers (281 
U..S.. 376 [2 wste-{ $25)): 

“The income that is subject to a man’s 
unfettered command and that he is free 
to enjoy at his own option may be taxed 
to him as his income whether he sees fit 
to enjoy it or not.” (See also North American 
Oil Consolidated v. Burnet, 286 U. S. 417 [3 
ustc J 943].) 

In order to have income constructively 
received, it is therefore necessary that a tax- 
payer have such income subject to his demand 
(see William Parris v. Commissioner, 20 BTA 
320 [CCH Dec. 6194]) and it does not 
matter whether or not the taxpayer actually 
takes possession (see also Magill, “When 
Is Income Realized’, 46 Harvard Law Re- 
view 933, 938). 

If therefore by reason of the intervention 
of a governmental body the asset from 
which the income is derived and the income 
itself are restricted to the extent that tax- 
payer cannot lay his hands on this income, 
the theory of constructive receipt is in our 
opinion not applicable. As stated by Mertens 


Law on Federal Income Taxation (Par. 
12.105): 


“A taxpayer not having unrestricted en- 
joyment of the income and who may never 
receive it, does not fall within the operation 
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of the ‘claim of rights’ theory and there 
js no theory upon which income might be 
accrued on his behalf. The usual rule in 
such cases is that at the time of determina- 
tion of the escrow agreement or receivership 
the prevailing party pays tax upon the ac- 
cumulated income which is released to him.” 


In our opinion there can be no difference 
for taxpayers on the cash basis or tax- 
payers on the accrual basis. The question 
is not one of cash receipt or accrual, but 
whether there is income where its enjoy- 
ment is forbidden by Executive order. 


Property in the Hands of 
Alien Property Custodian 


A strict application of the rule of con- 
structive receipt must therefore lead to the 
result that income received on completely 
frozen accounts should not be considered 
income for federal income tax purposes. 
This would lead to the undesirable result 
that the entire income of several years 
might be taxable to the recipient in the year 
in which the funds are made available to 
him for free use. It should be pointed out, 
however, that the decisions with regard to 
property taken over by the Alien Property 
Custodian during the First World War and 
later returned to its true owners arrive at 
a different conclusion (see Kahle v. Com- 
misstoner, 43 F. (2d) 61, Certiorari denied 
282 U. S. 892 [1930 CCH [9535]; Paul 
Haberland, 21 BTA 446 [CCH Dec. 6505]; 
Forstmann v. Ferguson, 17 F. (2d) 659 [1927 
CCH 7038]; Chemische Fabrik von Heyden, 
A. G. v. Tait, 58 F. (2d) 814 [1932 CCH 
{ 9283]; and others). In all of these cases 
it was held that income or gain from 
sale of property taken over by the Alien 
Property Custodian was taxable in the year 
it was actually received by the Custodian 
and not at the time it was turned over to 
the true owner. Most of these decisions 
rely on the fact that the government had 
the right to take over the property and to 
fix the conditions under which the property 
might be returned to the owner by the 
Alien Property Custodian. (See Chemische 
Fabrik von Heyden, A. G. v. Tait, supra and 
64 F. (2d) 295 [3 ustc J 1086].) These cases 
may be correct if considered under Section 
24 of the Trading with the Enemy Act, as 
amended, in which it is stated that upon 
returning the property the income tax shall 
be computed as if no seizure or payment 
to the Alien Property Custodian had been 
made. (See Paul Haberland, supra.) There 
being no special provision, however, under 
Executive Order No. 8389 as amended, it 
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is doubtful whether or not these Alien 
Property Custodian cases apply. These 
cases might, however, be applicable by way 
of analogy if it is taken into consideration 
that Executive Order No. 8389 was issued 
by virtue of the authority vested in the 
President by Section 5 (b) of the Trading 
with the Enemy Act of 1917. While Sec- 
tion 24 as amended covered the specific 
situation created by the repayment to the 
owners of assets taken over by the Alien 
Property Custodian, the situation in the case 
of the release of frozen funds by the Treas- 
ury is very similar. Here also income 
earned over a period of years may be re- 
leased to the Owners at one time in one 
amount. 


An equitable solution was found by the 
District Court of New Jersey in Forstmann 
v. Ferguson (supra) covering the following 
case: The Alien Property Custodian had 
prevented the payment of dividends by a 
corporation to the shareholder (Mrs. Forst- 
mann) and these dividends were by court 
order impounded in the treasury of the 
company. At a later time the dividends of 
two years with interest were paid to the 
shareholder in one year. The shareholder 
after receipt of the dividends filed amended 
tax returns showing these dividends as 
income in the years when the same would 
have been received but for the government’s 
restraining orders. The government tried 
to levy taxes on the dividends in the year 
in which they were finally released to the 
shareholder. The court in refuting the gov- 
ernment’s theory stated: 


“The Government’s position is that the 
tax is upon income received, which is, of 
course, true; but the only thing which pre- 
vented an earlier receipt of the money was 
the Government’s own acts. With one hand 
it deprived the plaintiff of her income, and 
with the other it levied a larger tax when 
it permitted her to take her income, than 
could have been levied if the Government 
had not stopped its receipt. The Govern- 
ment not only taxes as Congress has au- 
thorized, but by deferring payment it takes 
a larger share than would have been pos- 
sible but for the Executive activities.” 


In applying this decision to the question 
of blocked income, this theory may be de- 


veloped: It may be true that the income 
is not taxable to the owner of a completely 
blocked account because it is not construc- 
tively received while thus blocked; but since 
such failure to receive is due to the govern- 
ment’s own interference, the recipient at the 
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time of the final receipt cannot be forced 
to include several years’ income in one year, 
thus increasing his total tax liability con- 
siderably. 


From the foregoing discussion it can be 
seen that the question of taxability of income 
on accounts blocked by the United States 
Foreign Funds Control cannot be answered 
unequivocally. From a practical point of 
view, however, it should be suggested that 
resident aliens owning such completely 
blocked accounts and earning income from 
them report such income currently. Theo- 
retically this can be supported by an an- 
alogous application of the theories developed 
in the Alien Property Custodian cases. 
Furthermore it will serve to refute at a later 
time the possible contention of the Com- 
missioner that taxpayers themselves had not 
considered such income as taxable in prior 
years and therefore were taxable at the time 
of final release. As has been held under 


various cases pertaining to the theory of 
constructive receipt, a taxpayer having ex- 
cluded such income in prior years may not 
invoke the doctrine of constructive receipt 
when such income is actually received and 
thus have the income placed in a year where 
the collection of the tax is no longer possible 





You Can Spend the Iron Railing Once 


(see Alice H. Moran, Exrx., 26 BTA 1154 
[CCH Dec. 7761] and Alice H. Moran, Exrx. 
v. Commissioner, 67 F. (2d) 601 [3 ustc 
1172]; Raleigh v. U. S., 5 F. Supp. 622 [4 
ustc § 1217]). 


On the other hand, a recipient who had 
not included in his tax return his blocked 
income at the time it was credited to his 
blocked account, should be permitted at the 
time of the release to file amended returns 
for the past years, distributing the amount 
received over these years as if it had been 
income at the time of the original credit 
(see Forstmann v. Ferguson, supra). 


The application of this theory is of special 
importance for non-resident individuals who, 
after the war, might receive large amounts 


of income accumulated on blocked United . 


States accounts during the war years. If 
these amounts were taxable at the time of 
release (Mim. 5075 [1940-2 CB 141] notwith- 
standing), considerable taxes would accrue 
under Section 211 (c) IRC, while under 
the theory heretofore advanced the tax lia- 
bility of such non-residents might have 
been satisfied in full by reason of the with- 
holding of the tax at the source, or by their 
having filed tax returns reflecting the 
blocked income in the appropriate years. 


[The End] 


Assuming that a taxpayer without dependents desired to retain £2,000 after 
paying his income tax, he would have to “earn” in Australia £12,066 on which 
the tax would be £10,066. In England it is necessary to earn only £4,435 (on 
which the tax is £2,435) to leave the taxpayer £2,000. If the income is one from 
“property” in Australia, it would have to be £16,066 in order to leave £2,000, 
whereas in England only £4,696 is necessary in order to leave £2,000. When 
Peace comes it is obvious that taxation cannot remain as high as at present, and 
it is also obvious that we cannot continue to spend money at the present rate. As 
they say in England, “You can only spend the iron railings once.” The Taxpayer, 


Melbourne. Submitted by Frank I. Ford, San Francisco. 
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The Stinson Case 


COQ) 


Mr. Nelson discusses the recent Supreme Court 
decisions in the Stinson and Lloyd cases, using 
the method of analysis outlined in his article, 

By “Reverters in Estate Taxation,” which appeared 


ROBERT E. 
NELSON 


§ pees SUPREME COURT in two very 
recent decisions* announced a rule for 
the taxation of reverter cases so broad in 
its scope and so unsupported by previous 
Supreme Court estate tax decisions that it 
can scarcely be termed an “extension” of 
the Hallock? rule. The opinion in sweeping 
language gives the government everything 
it has been clamoring for since the St. Louis * 
cases were overruled. 


In the Stinson case, the property was trans- 
ferred in 1928: 


In trust to pay the income to the grantor 
G for life, then the income to daughters A 
and B for life; remainders at the death of 
A and B to pass to the surviving descend- 
ants of each per stirpes, with cross-gifts if 
either died without descendants; if both A 
and B died without descendants, corpus to 
go by G’s will *; in default to certain charities. 


In the Field case, the property was trans- 
ferred in 1922: 


In trust for the joint lives of A and B, 
income to G for life, and at his death trusts 
to be set up for G’s children subject to G’s 
tight to reduce or cancel by will or written 
instrument, income from these trusts to go 
to G’s children or their issue, or to G’s 
brother or sister, or their issue; corpus (at 
death of survivor of A and B) to G if living, 
if not, to the then income beneficiary. 


Although certiorari was granted only on 
the question of whether certain life interests 


1 Fidelity-Philadelphia Trust Co. (Stinson Es- 
tate) v. Rothenseis, 45-1 ustc { 10,168; and Com- 
missioner v. Estate of Lester Field, 45-1 vustc 
1 10,169. 

2309 U. S. 106, 40-1 ustc { 9308, 60 S, Ct. 444, 
84 L. Ed. 604. 

32906 U. S. 39, 48, 36-1 ustc 7 9005, 9006, 56 
S. Ct. 74, 78, 80 L. Ed. 29, 35. 

This contingent power in G to appoint by 
will is equivalent and may be treated for dis- 
cussion as an ordinary possibility of reverter. 


The Stinson Case 


in last month’s issue, and demonstrates that the 
Court’s new rule is no more justified by past deci- 
sions than was the remoteness theory. 


should be deducted, the Supreme Court deci- 
sions went on to hold that in each case the 
transfer was one intended to take effect at 
or after death. 


Although the overruling of May v. Heiner ® 
would account for the result in both cases— 
and, in fact, in the Field case not even that 
is needed—it is evident from the opinions 
that the Court meant to do more than over- 
rule May v. Heiner. Driven by a demand 
for a formula which would end the tremen- 
dously increased litigation in this field, the 
Court decided upon the simple—and, it must 
be admitted, efficacious—remedy of taxing 
everything. In doing this, not wishing to 
cut adrift completely from its former deci- 
sions, the Court cites several earlier cases 
and characterizes the facts of the present 


cases in language drawn from these former 
Opinions. 


Needless to say, this relating of things 
unrelated leads to some odd statements. For 
example, in the Stinson case the Court, re- 
ferring to the Klein* and Hallock cases, says: 


“While the matter of valuation was not 
argued and was not directly in issue in those 
cases, the inescapable consequence of the 
principles enunciated there and in the dis- 
senting opinion in Helvering v. St. Louis 
Union Trust Co., 296 U. S. 39, 46, is to include 
the entire trust corpus in the gross estate 
of the decedent under these circumstances.” 


A reading of the dissenting opinion of Justice 
Stone in the St. Louis case cited will dis- 
close that no consequence is more escapable 
than that of including the entire trust corpus, 
for Justice Stone ends his dissent with this 
statement: 


5281 U. S. 238, 2 ustc 7 519, 50 S, Ct. 286, 74 
L, Ed. 826 (1930). 

©2383 U. &. 231, 2 usere 9 706, 51S: Ct. 396. 75 
L. Ed. 996 (1931). 
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“The extent to which it [the transfer] is 
incomplete marks the extent of the ‘interest’ 
passing at death, which the statute taxes.” 
Thus the thought is left that only those in- 
terests affected by the grantor’s death are 
subject to tax and that those which ripen or 
fail regardless of the settlor’s death are not 
within the statute. There can be no doubt 
that Justice Stone in this dissent accepted as 
his underlying principle the testamentary 
substitute theory, for he says, speaking of 
subsections (c) and (d) of what is now 
Section 811 of the Code: 


“Both provisions prevent tax evasion by 
subjecting to the death tax, forms of gifts 
inter vivos which may be resorted to, as a 
substitute for a will, in making dispositions 
of property operative at death.” 


Such a basic theory is, of course, incompat- 
ible with the rule of the Stinson case which 
would tax every transfer containing a re- 
verter, regardless of whether the reverter 
was responsible for making any of the in- 
terests testamentary. Yet Justice Stone 
evidently agreed with the Stinson decision. 


Some Statements not 
Consistent with Facts 


Other statements in the Stinson opinion 
are not consistent with the facts. For in- 
stance: 


“Only at or after her death [the grantor’s] 
was it certain whether the property would 
be distributed under the power of appoint- 
ment or as provided in the trust instrument.” 
Of course this statement is ambiguous. The 
contingent power of appointment by will 
was as much a provision of the trust instru- 
ment as any other. If, however, it be as- 
sumed, as it must, that “provided for in the 
trust instrument” refers to the gifts to the 
surviving descendants of A and B, then 
the statement overlooks the fact that if A and 
B had died before G, leaving descendants, the 
gifts to the surviving descendants would 
have immediately vested, and it would then 
have become certain before G’s death that 
the property would not go under the power 
of appointment. Similarly, the reverse might 
have happened. If A and B had died before 
G, leaving no descendants, it would then 
also have become certain before G’s death 
that the property would go under the power 
of appointment (or in default to charity) 
and that the gifts to descendants could never 
arise. If the latter had occurred, the prop- 
erty would all have been subject to tax 
anyway under Section 811 (a) which sub- 
jects to tax property owned by the decedent 
at the time of his death. It is thus obvious 


that the Supreme Court statement should‘ 
have read, “Only at or after the death of the 
survivor of A and B, was it certain” how the 
property would go. Such a change would 
seem to demand a different result. 


The example which assumes the death of 
A and B before G, leaving no descendants, 
illustrates the incorrectness of the assump- 
tion often made that in discussions of the 
scope of 811 (c) happenings between the 
settling of the trust and the decedent’s death 
must be ignored. As a matter of fact such 
events can not be ignored, since for estate 
tax purposes interests are valued as of the 
date of decedent’s death. Such events 
should not be ignored for the better reason 
that they may affect the operation of Sec- 
tion 811 (a) on part or all of the property 
transferred. 


The presence of Section 811 (a) should 
dispel any fears that a grantor could escape 
estate tax by an inter vivos transfer giving 
interests only to his immediate family, thus 
reserving a very real possibility of regaining 
the property himself. If a childless grantor 
should give property: To W for life, re- 
mainders to elderly brothers A and B, if 
they survive her, the transfer ought not to be 
subject to tax under Section 811 (c) for the 
interests are not conditioned on survivor- 
ship. But the value of G’s reverter by the 
time of his death (when W, A, and B would 
probably all be near the end of their ex- 
pectancies) would be substantial and that value 
should be included under Section 811 (a). 
If W, A, and B should have died, of course, 
then the whole property would be taxable 
to G under 811 (a) for it would have re- 
verted to him. In other words, Section 811 
(c) is not the only provision in the estate 
and gift tax laws and should not be made to 
do the work of other provisions. 


Faulty Fact Analysis 


Other language of the opinion illustrates 
more faulty fact analysis: 


“The retention of such a string, which 
might have resulted in altering completely 
the plan contemplated by the trust instrument 
for the transmission of decedent’s property, 
subjected the value of the entire corpus to 
estate tax liability.” [Italics added. ] 


The plan of the trust could not, of course, 
have been altered completely by the opera- 
tion of the reverter. The gifts of the income 
to A and B and G’s death and the remainders 
to the surviving descendants of A and B 
were both completely independent of the 
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reverter and ripened or failed depending on 
whether the donee was alive to take, re- 
gardless of whether the reverter had been 
extinguished or not. The only interests 
which could have been altered by the con- 
tingent power to appoint were the gifts made 
under that power and the remainders to 
charities. The statement: 


“And the life estates of the daughters and 
the remainder interests of their surviving 
descendants were all subject to divestment 
of the contingent power of appointment and 
were freed from this contingency only at 
or after the decedent’s death.” 
is inaccurate for the same reason. 


The “Remoteness” Theory 


The doctrine originated by the Tax Court 
that the includibility of a transfer might 
depend upon the remoteness of the reverter 
retained has been laid to rest forever. It 
could not have been more clearly stated: 


“Tt is fruitless to speculate on the proba- 
bilities of the property being distributed un- 
der the contingent power of appointment. 
* * * No more should the measure of the 
tax depend upon conjectures as to the pro- 
pinquity or certainty of the decedent’s re- 
versionary interests. * * * The value of 
the property subject to the contingency, 
rather than the actuarial or theoretical value 
of the possibility of the occurrence of the 
contingency, is the measure of the tax. That 
value is demonstrated by the consequences 
that would flow in this instance from the 
decedent’s survival of her daughters and any 
of the latter’s surviving descendants.” 


This quotation also illustrates the obvious 
influence of Paul on the court’s thinking. 
Paul has always contended that: 


“The consequences flowing from the 
grantor’s survival measure the value of the 
gift contingent upon the grantor’s prior 
death,” * 


The “Outstanding Life Estate” 
Deduction 


Specially concurring in the Stinson case, 
Mr. Justice Douglas points out that the 
value of the life estate deducted in the 
Hallock case was a life estate in the settlor’s 
wife which took effect as soon as the trust 
was created, and he would rest the deducti- 
bility of the daughter’s life estates in the 
Stinson case on that difference. His defini- 


7 Paul, Estate and Gift Taxation, p. 385, § 7.29. 
8 See Reg. 105, Sec. 81.17. 


The Stinson Case 


tion of an “outstanding life estate” as one 
coming into being before the settlor’s death is, 
of course, correct, and a valid distinction.® It 
does not follow at all, however, that ‘“outstand- 
ing” life estates are the only ones deductible. 
To decide whether they are deductible or 
not in a situation where they follow a grant- 
or’s life estate necessarily involves a con- 
sideration of May v. Heiner. If, under the 
rule of May v. Heiner, the testamentary effect 
of the life estate in the grantor is to be 
ignored, then there is no reason for not 
deducting the value of the life estates to A 
and B. 


This may be illustrated by taking the 
Hallock transfer: To W for life; remainder 
to G in fee if living, if not, to W and heirs,— 
and inserting another life estate after W’s, 
thus: To W for life, to daughter A for life; 
remainder to G if living, if not to W and 
heirs. If G dies during W’s lifetime, W’s 
life estate is “outstanding,” but not A’s. 
Would Justice Douglas say that A’s life 
estate is includible? Seemingly, it should 
not be, since it is not affected by G’s death, 
but if the majority’s new rule is followed, 
probably nothing will be deducted—not even 
truly “outstanding” life estates. 


The Field Case 


Two reverter cases less alike on their facts 
than the Stinson and Field cases would be 
hard to find. About the only similarity be- 
tween the two is the presence in each of a 
life estate in the grantor. Subsequent life 
estates in the Field case, unlike the Stinson 
case, are subject to G’s power to reduce or 
cancel, however; and the reverter in the 
Field case, coming as it does before the 
remainder, is a true Hallock type reverter, 
rather than the final inheritable type reverter 
of the Stinson case. Thus, as Mr. Justice 
Douglas points out in his second specially 
concurring opinion, the life interests follow- 
ing the grantor’s in the Field case are in- 
cludible due to G’s power to reduce or cancel 
them, and the remainders there, since they 
follow the reverter, are conditioned on sur- 
vivorship of G and hence are includible 
under the Hallock rule. There was no need 
in the Field case to overrule May v. Heiner 
or even to broaden the Hallock rule. 


The majority’s opinion talks as if the 
reverter in the Field case were responsible for 
the inclusion of all the interests and that the 
presence of the reverter made the whole 
transfer one conditioned on survivorship. 
But clearly the reverter did not affect the 
life interests of the children, their issue, etc., 


247 



























































































since these interests could take effect only 
during the trust, while the reverter took 
effect only after the trust ended. True, the 
life interests were conditioned on survivor- 
ship of the life estate first. But it was for 
that reason, and not because of the reverter, 
that they were testamentary. 


Deduction for the Joint Lives 
Measuring the Trust 


This issue in the case is unique. The 
Second Circuit allowed a deduction for the 
value of hypothetical life estates to the two 
nieces whose lives measured the duration of 
the trust. But the nieces had no real life 
estates. There was no provision in the trust 
instrument for any income ever to be paid 
them. Thus, since they had no interest, 
there was nothing to deduct,’ and the prob- 
lem had nothing to do with the regulation 
on “outstanding life estates.” 


It can be seen that the Field case pre- 
sented neither the same issues nor issues of 
comparable importance to the issues in the 
Stinson case, and its facts offered no justifi- 
cation for the sweeping closing statements 
of the opinion: 


“Tt makes no difference how vested may 
be the remainder interests in the corpus or 
how remote or uncertain may be the dece- 





Shortly after the publication of the February issue of TAXES 
the Supreme Court decided the cases discussed in this article and 
we asked Mr. Nelson to prepare this article as a sort of sequel to 
his February article and he graciously agreed; for he believes, as 
he points out in his article, that the new rule is no more justified 
by past decisions than was the “remoteness” theory. 


dent’s reversionary interest. If the corpus 
does not shed the possibility of reversion un- 
til at or after the decedent’s death, the 
value of the entire corpus on the date of 
death is taxable.” 


The statements were apparently intended by 
Mr. Justice Murphy merely to show strong 
agreement with the Stinson decision. 


The Stinson case, on the other hand, 
squarely presented the example of several 
interests, testamentary solely because they 
followed a life estate in G, and having no 
connection with a remote, inheritable reverter 
following them. 


From the two decisions we must conclude 
that the rule of remoteness is dead forever, 
and that May v. Heiner is no longer the law. 
But more than that, the Court has swept 
away the whole “conditioned on survivor- 
ship” test and has turned Section 811 (c) 
into virtually a gift tax provision. Thus it 
would seem that every transfer which does 
not have a final gift over to “X and his 
heirs,” or to some corporation, is subject to 
estate tax.” Vested gifts to a class would 
not be sufficient unless a member of the class 
is in esse at the time of the transfer. This 
seems a harsh rule and a pointless overlap- 
ping of gift and estate tax provisions. But 
it is probably the law. [The End] 








®*The Second Circuit arrived at the taxable 
value of the transfer by calculating the value 
of remainders arising after joint life interests 
equal to the nieces’ expectancies. This round- 
about method in itself should have been a 
warning of the error. 

10 The statements of the Third Circuit in the 
Kellogg case, 41-1 ustc § 10,041, 119 F. (2d) 54, 
that the grantor had disposed of the property 
“‘as well as any man could”’ and ‘‘No inter vivos 
trust can ever be made that would not be in- 
cludible in the grantor’s estate for the purpose 
of taxation if the petitioner’s [Commissioner’s] 
view prevails’’ are, of course, exaggerations. 
The settlor there had given several contingent 
remainders to ‘‘children,’’ their ‘‘issue,’’ and 
‘next of kin,’’ but had given no vested remain- 





der interests to anyone. The use of the words 
‘‘and his heirs’’ or ‘‘in fee simple’’ in connection 
with a gift over to some person in esse would 
have obviated the possibility of any reverter. 
The statement in Est. of EH. P. C. Goodyear. 
2 TC 885, CCH Dec. 13,540, that: 

‘‘Presumably a person can die without heirs 
just as he can die without issue, and accord- 
ingly the possibility of a failure of the trust 
is ever present’”’ 

overlooks the fact that the heirs of a grantee 
in esse would take by inheritance—not by pur- 
chase. If the grantee died without heirs, the 
property would escheat to the state. If the 
vested remainderman was a charitable corpo- 
ration, since dissolved, probably the doctrine of 
cy pres would be invoked. 
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By LAWRENCE H. DWYER 


The normal acquisition of business properties and mergers may be impeded by 
a strict interpretation of Treasury Decision 5426, this New Orleans certified 
public accountant points out here in discussing section 129. 

How far did Congress intend to go in limiting 
such business transactions? 


The question is: 


Xf, OST businessmen and some taxmen 
+¥ seem to-be needlessly concerned over 
the Commissioner’s interpretation of Sec- 
tion 129, under T. D. 5426 of December 29, 
1944. The fear seems to exist as to what the 
Commissioner might do to existing or pro- 
posed mergers, outright purchases, and 
changes in control of corporate equities— 
rather than what he said he would do. Asa 
result, many legitimate acquisitions are be- 
ing deferred or eliminated because of this 
latent threat. Such paralysis of normal 
acquisitions could have a serious effect upon 
the business economy as a whole—at this 
very time when business should be free to 
carry out its expansion program to assist the 
war effort and at the same time assure maxi- 
mum employment in the postwar era. 


This section was enacted by Congress in the 
Revenue Act of 1943 to plug a serious tax 
avoidance loophole. Some corporations with 
high excess profits taxes were acquiring de- 
funet corporations for their excess profits 
credits, loss carryovers, high depreciation de- 
ductions not requiring funds, and for other tax 
avoidance purposes. 


As finally enacted, the section provides 
disallowance of deduction, credit or allow- 
ance to the acquiring persons (after October 
8, 1940) where “the principal purpose for 


Acquisitions—Code Section 129 


which such acquisition was made is evasion 
Or avoidance of federal income or excess 
profits tax.” The original House bill con- 
tained a more punitive phrase—“if the Com- 
missioner finds that one of the principal 
purposes * * *.” However, the Senate 
Finance Committee commented on the draft 
of the section finally enacted as follows: 
“The House bill made section 129 operative 
if one of the principal purposes was tax avoid- 
ance. Your committee believes that this 
section should be operative only if the evasion 
or avoidance purpose outranks or exceeds in 
importance, any other one purpose.” 


It will therefore be seen that Congress 
clearly expressed its intent to penalize only 
those acquisitions where the primary pur- 
pose was tax avoidance or evasion. 


In Regulations 111, Sec. 29.129-3 (T. D. 
5426), the Commissioner interprets this pur- 
pose as follows: “In either instance the prin- 
cipal purpose for which the acquisition was 
made must have been the evasion or avoidance 
of federal income or excess profits tax by 
securing the benefit of a deduction, credit, 
or other allowance which such person or 
corporation would not otherwise enjoy. The 
principal purpose actuating the acquisition 
must have been to secure the benefit which 
such person or persons or corporation would 
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not otherwise enjoy. If this requirement is 
satisfied, it is immaterial by what conjunc- 
tion of events the benefit was sought. If 
the purpose to evade or avoid Federal income 
or excess profits tax exceeds in importance 
any other purpose, it is the principal purpose 


* * *” To this point the Commissioner 


seems to follow out the original intent of 
Congress. However, the Commissioner 
continues: “* * * This does not mean that 
only those acquisitions fall within the provi- 
sions of Section 129 which would not have been 
made if the evasion or avoidance purpose was 
not present. The determination of the purpose 
for which an acquisition was made requires a 
scrutiny of the entire circumstances in which 
the transaction or course of conduct occurred, 
in connection with the tax result claimed to 
arise therefrom.” 


It is the Commissioner’s “catch-all” sen- 
tence which rightfully deserves serious con- 
sideration in connection with all mergers, 
purchases, etc. regardless of the primary intent 
of the parties to the transaction. Upon this 
sentence seem to rest the recent warnings, 
observations, and suggestions of the tax 
analysts. “This does not mean that only 
those acquisitions fall within the provisions 
of Section 129 which would not have been 
made if the evasion or avoidance purpose 
was not present.” 


Read alone, this might indicate that the 
Commissioner intended to bring all acquisi- 
tions under Section 129, even those where 
no evasion or avoidance purpose was origi- 
nally present, but where some tax benefit 
was eventually secured. If this be the case, 
then he is at variance with the remainder of 
his T. D. 5426, as he stresses “principal pur- 
pose” of evasion or avoidance—and even de- 
fines this by stating: “If the purpose to evade 
or avoid Federal income or excess profits tax 
exceeds in importance any other purpose, it is 
the principal purpose.” He would also be 
at variance with the Act as passed by Con- 
gress, and with legislative intent reflected in 
the Committee Reports on the enacted section: 


“Your committee retained the provision 
giving the Commissioner authority to make 
allowances or adjustments in proper cases. 
The success of such a provision will depend 
upon a sane and intelligent admiinistration. It 
should not be used to upset or overturn bona 
fide transactions or to harass and annoy tax- 
payers who have acquired such property in 
bona fide acquisitions with no intent to avoid 
or evade Federal income or profits taxes.” 


“* * * your committee believes that the 
effectiveness of Section 129 will be increased 
* * * in assisting and facilitating bona 


fide business transactions in accord with 
and effectuating such basic policies. 


‘“* * * (it) believes that the section 


should be operative only if the evasion or 
avoidance purpose outranks or exceeds in 
importance, any other one purpose.” 


“* %* * To determine what transactions 
constitute the condemned evasion or avoid- 
ance, Section 129 must be read in its content 

43 
and background. 


“* * * (To pursue any other course) 


will catch within its net both intended trans- 
actions and those not intended (for tax eva- 
sion or avoidance) and will fail to catch 
both those intended to be caught and those 
not intended.” 


Thus, it will be seen that in enacting Sec- 
tion 128 (Code Sec. 129) it was the con- 
sidered and deliberate intent of Congress 
to stop only those acquisitions being made 
for the primary and express purpose of tax 
avoidance. In its own words, it intended 
only to codify and emphasize the general 
principle already set forth in Higgens and 
other judicial decisions. It expressed no 
intent, and granted the Commissioner neither 
implied power nor direct authority to dis- 
allow deductions and credits growing out of 
transactions where tax avoidance was not 
the primary purpose. 


Commissioner Bound by 
Intent of Congress 


The Commissioner could not enforce that 
portion of his regulations which goes beyond 
the intent of Congress,—even if he desired 
to do so. Congress, alone, has the power 
to legislate and that power is zealously and 
jealously guarded by its members. 


Where, in any transactions involving ac- 
quisitions through mergers, purchases, etc., 
the business purpose is primary and any tax 
saving is secondary—Section 129 is inopera- 
tive. In this case, the burden of proof is 
on the taxpaver. 


Where, in the same transactions, tax 
avoidance or evasion is primary and the 
business purpose is secondary or does not 
exist—Section 129 is operative and penalties 
through disallowances are certain to be in- 
voked by the Commissioner and upheld by 


the courts. Conversely, the burden of proof 
is on the Commissioner. 


Every transaction entered into for profit 
will always have its tax purpose—so long 
as income taxes are based upon profits. 


[The End] 
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BRITAIN’S REVENUE 


By NORMAN CRUMP 


The financial editor of the “Sunday Times” (London) and statistical correspondent 

of the “Financial News” tells how Britain steered the middle course between the 

inflationary tendencies of low taxes and the deterrent of human effort effect 
of high taxes. 


URING the first nine months of Brit- 

ain’s financial year, a year which ends 
on March 31, 1945, ordinary revenue amounted 
to £1,990 millions. This equals 64 per cent 
of the budget estimate of £3,101 millions. 
Inasmuch as the months of January, Febru- 
ary and March are those in which revenue 
flows in the most freely, it looks as if the 
year’s estimates will be covered—perhaps 
with a margin to spare. 


As a check on this, during the first nine 
months of the financial year 1943-44, revenue 
collection amounted to £1,837 millions, or to 
61 per cent of that year’s estimate of £3,018 
millions... By the end of that year, however, 
£3,149 millions had been collected, equal to 
104 per cent of the estimate. If the 1943-44 


experience is any guide, therefore, the final 
returns due on March 31, 1945, should show 
a total revenue influx of 109 per cent of the 
estimate of £3,101 millions, that is £3,260 
millions. 


Comparisons of one year with another are 
naturally a little dangerous. The inaugu- 
ration last April of the pay-as-you-earn 
system of income tax collection may prove, 
in fact, to have upset any comparison with 
the preceding year. Certain sources of rev- 
enue are inclined to be fortuitous. Thus the 
yield from estate duties may be swollen by 
the decease of a number of very wealthy men. 


Yet certain broad deductions are reason- 
able. The first is that the current year’s 
revenue estimate will be realized. Total ex- 
penditure for the first nine months of 1944-45 
was £4,447 millions, and this equals almost 
exactly 75 per cent of the original estimates 
of £5,940 millions for the year. If anything 
the original estimates are likely to be ex- 
ceeded. Britain realizes to the full that she 
must develop the maximum war effort pos- 
sible, without counting the cost; and wages 
and costs still have an upward trend. Still 
if revenue also continues to expand, no new 
financial problem will be created if the year’s 
expenditure also exceeds its estimate. This 
is the second permissible deduction. 


Britain’s Revenue 


It is a trifle early to forecast next April’s 
budget, but the plain fact is that Britain 
is already taxed to the hilt. Income tax is 
coming in well, for it has so far yielded 
£595 millions, against a parallel figure of 
£514 millions a year ago. But while rates 
are unchanged, pay-as-you-earn has for the 
moment made income tax more productive, 
since tax is levied on current earnings, where- 
as under the old system there was a time-lag 
between earnings and their assessment to 
tax. As the trend of earnings is upward, 
the abolition of the time-lag has temporarily 
added to the productivity of the tax. 


Surtax has so far yielded slightly less 
than in the previous year, but this deficit 
means little, as the bulk of surtax is still 
to be collected. Nevertheless it emphasizes 
a point already made by the Chancellor that 
the surtax payers (those with incomes of 
over £2,000 a year) are already taxed to the 
limit. 

Customs and excise duties, which are taxes 
on consumption, yielded £810 millions for 
the first nine months of 1944-45, or 78 per 
cent of the year’s estimate. As their yield 
is spread fairly evenly over the whole year, 
it looks as if the estimates will be comfort- 
ably covered. At the same time, it looks 
as if personal consumption throughout Brit- 
ain is not greatly in excess of what the 
Government had expected and allowed for. 


The conclusion is that Britain’s finances 
are upon a sound basis. Throughout the 
war the Government has had to steer a 
middle course between two dangers. On the 
one side, taxation, reinforced by subscrip- 
tions to War Loans, has had to be sufficient 
to mop up surplus purchasing power—the 
term “surplus” being measured roughly by 
the dwindling supply of consumers’ goods. 
Had this not been done, there would have 
been a danger of inflation, and though ra- 
tioning and price control have proved good 
safeguards, the consequence would have 
been general discontent and a growing in- 
centive to the development of black markets. 
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The other danger is that excessive taxation 
is a deterrent to human effort. Pay-as- 


you-earn income tax has the great advantage 
of relating taxation to current earnings, but 
it has the disadvantage of making some very 
minor proportion of people think that their 
net pay, after deducting tax, is not decreased 
greatly if they take a few days off, and is 
not increased sufficiently whenever they 








Forecasts of Postwar Income Over-optimistic 


ip national income and employment 
will be on considerably lower levels in 
the postwar years than is indicated by 
widely publicized official and unofficial fore- 
casts, according to Rufus S. Tucker, econo- 
mist of the General Motors Corporation, 
who finds that current estimates of postwar 
national income are based on “incorrect 
accounting and economic theories” and con- 
tain cumulative errors at nearly every step 
in their calculation. 


Dr. Tucker, whose analysis, “Projection 
of National Income,” appears in the January 
issue of The Conference Board Business Rec- 
ord, calls attention to three basic errors in 
the forecasts. The first is that they assume 
a larger labor force than will exist; second, 
they assume too low an estimate of unavoid- 
able unemployment; and third, they assume 
a greater annual increase in output per 
worker than can be supported by the evi- 
dence of past experience. 


“The same school of thought that projects 
high figures for national income,” declares 
Dr. Tucker, “is inclined to worry about the 
excessive savings that they think will ac- 
company such high incomes, and the im- 
possibility of finding enough investment 
outlets unless the government deliberately 
incurs large deficits, or unless we export 
large amounts of capital without getting any 
return, or not at least for some years. Such 
fears would be groundless, even if the na- 


tional income were as large as they antici- 
pate. 


“Business savings in the strict sense consist 
of undistributed profits, and undistributed 
corporate profits have been comparatively 
small. The largest total reported since 1928 
was $3.6 billion in 1942. Moreover they 
have been more than offset by corporate 
losses since 1928. 


252 





ee ee 





work overtime. That is one reason why I 
think that taxation is already high enough, 


On the whole, Britain’s war taxation has 
successfully steered its middle course. But 
the ultimate proof of the success of Britain’s 
fiscal system lies in the enormous volume of 
Britain’s war production during recent years, 


[The End] 


“Government deficits, especially if in- 
curred for the purpose of capital expendi- 
tures, both divert savings that would otherwise 
have gone into private capital formation, and 
increase the volume of savings. Hence the 
argument that government deficits are nec- 
essary to sop up excessive savings has no 
logical or statistical foundation in the ex- 
perience of recent years. Add to that the 
fact that high incomes, the chief source of 
individual savings, are more heavily taxed 
than ever before, and that corporate incomes 
are also heavily taxed, and there appears to 
be little possibility of excessive savings. 
The reverse is likely, and a wise fiscal policy 
would encourage savings, not discourage 
them, in order to get the government debt 
out of the banks and to offset the possible 
inflationary effect of abnormal wartime sav- 
ings, if for no other reason. There is cer- 
tainly no justification for Robert Nathan’s 
conclusion that savings average 20% of gross 
product and that private capital formation 
will average only one-half that much.” 


Dr. Tucker’s own estimate of the national 
income for 1945-1950, which he terms “op- 
timistic,” forecasts sharp declines through 
1947, then a gradual rise through 1950. His 
summary follows: 


“Assuming that the war is entirely over 
by the end of 1945 and that there will be 
continuously high employment after 1946, a 
projection of the trends of the last forty 
years indicates that the net national income 
(gross national product less business taxes 
and depreciation), in money of prewar pur- 
chasing power, will be slightly less than 
$100 billion in the years 1947 to 1950. The 
gross national product, as defined by the 
Department of Commerce, will be slightly 
over $120 billion in those years. If ex- 
pressed in dollars of 1943 purchasing power 
these figures would be 125 billion and 150 
billion, respectively.” 
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THE TREASURY BULLETIN—Continued from page. 203 





come is reconstructed on the basis of the 
$75,000 earning level. On the other hand, 
if the two-year expanded period would by 
November 30, 1940, have resulted, under 
normal conditions, in an earning level of 
$110,000, the reconstruction would be based 
on $110,000 instead of $75,000. In neither 
case would the actual earning level of 
$100,000 as of November 30, 1940 be used. 
Being a war “baby”, the excess profits tax 
is akin to another war child—renegotiation. 
Much like renegotiation, Section 722 was 
provided in recognition of the fact that gov- 


errmental levies in wartimes often do not 
lend themselves to equitable determination 
by formula. “Normal”, with respect to a 
corporation’s excess profits credit, is much 
like the ascertainment of a “fair” profit for 
renegotiation. The successful administra- 
tion of the renegotiation law is perhaps 
largely attributable to the fact that the re- 
negotiation boards, composed of practical 
men, rely heavily on the rule of reason. 
Only a similar course in the administration 
of Section 722 can fairly promise a com- 
parable degree of achievement. [The End] 


eo 


Addendum 


These tables (table I and table II) reflect 
statistics as to corporate profits for the years 
1918-1939 for use in consideration of an 
application under section 722 of the Code. 
They are official, having been released 
as Mimeograph 5807. The tables are com- 
piled from data previously published by the 
3ureau in its annual publication, “Statistics 
of Income, Part 2” and since many of the 


volumes of prior years are out of print Com- 
missioner Nunam rightly decided to issue 
them in this form for the convenience of all 
concerned. 

The series of data in Table I are for all 
corporations filing returns. The data in 
Table II are comparable to Table I for the 
shorter period for which available, for cor- 
porations submitting balance sheets with 
their returns. 


Table I. Corporate Earnings in the United States, 1918-1939 ! 
(All corporations filing returns.) 


Compiled net profit or (loss) before Federal income taxes 


(A) Total as reported 
Number 


of 
returns 3 

(1) (3) 
317,579 S 141.4 
320,198 154.0 
345,595 113.8 
356,397 19.8 


382,883 
. 398,933 


102.5 
131.1 


417,421 
. 430,072 
455,320 
425,675 


116.7 
160.0 
163.3 
148.8 


443,611 
456,021 
. 459,704 


183.2 

203.8 
79.8 

(13.3) 


451,884 
446,842 
. 469,804 
. 477,113 


(65.7) 
(16.0) 
51.0 
93.1 


478,857 
477,838 
471,032 
469,617 


133.4 
134.4 
70.9 
123.2 
Average, 

1922-39 ... 
Average, 

1936-39 ... 474,336 


See footnotes. 


443,286 100.0 


115.5 
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) Total less tax-exempt 
income and 
plus interest paid 5 


(B) Total less 
tax-exempt income * 


Amount Index Amount Index Amount Index 
($1,000,000) 1922-39100 ($1,000,000) 1922-39100 ($1,000,000) 1922-39100 


(4) (6) 
7,672 , 10,305 
8,416 10,624 
5,873 8,708 
458 3,599 


4,770 
6,308 


7,839 
9,586 


5,363 
7,621 
7,504 
6,510 


8,808 
11,238 
11,493 
10,885 


8,227 

8,740 

1,552 
(3,288) 


12,808 
13,665 
6,413 
1,204 


(5,643) (1,600) 
(2,547) 964 
94 ; 3,516 
1,696 4,957 


* 4,370 
44,407 
+ 1,608 
44,509 


7,451 
7,410 
4,479 
7,306 


3,434 7,135 


3,724 6,662 


















Compiled net profit or (loss) before 
Federal income taxes 








Table II. Corporate Earnings in the United States and Selected Balance-sheet 
Items, 1926-1939 ! (Corporations submitting balance sheets with returns.) 








Number (C) Total Net Total Capital 
of _ (A) Total (B) Total less worth ® assets assets 1° 
returns 3 as less tax-exempt end of end of end of 

reported tax-exempt income and year year year 

income* plus interest 
paid 5 
($1,000,000) ($1,000,000) ($1,000,000) ($1,000,000) ($1,000,000) ($1,000,000) 

(1) (2) (3) (4) (5) (6) (7) 
1926 . .. 359,449 11 11 1 119,260 12 262,179 97,523 
. 379,156 11 11 11 132,403 287,542 104,945 


.. 384,548 - sil 
1929 . 398,815 - 2 
Ae 403,173 ” = 
ere 381,088 (487) (2,925) 
saa 392,021 (3,511) (5,263) 
1933 388,564 (639) (2,183) 
1934 8 3,037 258 


5 5,500 1,884 








: 7,618 4 4,332 
1937 416,902 7,717 * 4,446 
411,941 4,144 #1,722 


7,236 4 4,264 





Footnotes to Tables I and II. 


1 Based on data in Statistics of Income, Part 2, 
compiled from unaudited income tax returns 
filed by all corporations. Reference should be 
made to these reports for exact definitions of 
terms and methods of compilation. For taxable 
years beginning after December 31, 1933, the 
privilege of filing consolidated returns by affili- 
ated groups, except by railroads, was discon- 
tinued. As a result of this change Series A 
is substantially overstated in 1934 and subse- 
quent years in relation to the earlier years. 
Series B and C are slightly overstated after 
1933 for the same reason, the effects of the 
change to nonconsolidated returns being greatly 
reduced by the elimination of intercorporate 
dividends. 


2In addition to calendar year returns the 
tabulation for a given year includes returns for 
fiscal years ending after June 30 of the year 
but prior to July 1 of the succeeding year, and 
part-year returns with the greater number of 
months in the given calendar year. 


%In Table I the number of returns is slightly 
greater than the number of corporations re- 
porting because of some duplication in case 
of part-year returns. In addition, beginning 
with 1927 the number of returns represents 
active corporations, while prior to that date 
they include inactive corporations, This, of 
course, has no influence on the income data, 
but explains the decline in number of returns 
from 1925 to 1927. In Table II the number of 
returns represents the number of active corpo- 
rations that submitted balarn~> sheets. 


* Tax-exempt income consists of dividends on 
stocks of domestic corporations and tax-exempt 
interest (including that subject to declared value 
excess profits tax and to surtax only) on Fed- 
eral, State, and municipal bonds. Although 
dividends on stocks of domestic corporations 
became partially taxable in 1936 for income tax 
purposes they remain nontaxable for excess 
profits tax purposes. In any case domestic 
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13 142,888 307,218 109,931 
a ® 160,369 335,778 116,446 
un 7 161,282 334,002 120,994 
1,444 7 143,363 296,497 7 114,303 





(1,357) 133,569 280,083 108,553 
1,192 127,578 268,206 104,958 
3,597 141,585 301,307 102,751 
5,044 138,931 303,150 100,480 














7,263 133,468 303,180 97,873 
7,372 * 133,966 303,357 100,320 
4,525 ® 130,136 300,022 99,299 
7,350 9 128,975 306,801 10 100,226 








dividends must be excluded throughout in order 
to make the data for 1936 and subsequent years 
comparable with those for earlier years. Com- 
piled net profit or loss less tax-exempt income 
gives a reasonably close approximation to ‘“‘ex- 
cess profits net income’’ applicable to 1941 and 
subsequent taxable years, (Income taxes are 
deductible for 1940 but not for subsequent tax- 
able years in computing excess profits net in- 
come.) The principal difference between this 
series and excess profits net income is the ab- 
sence of adjustment for capital gains and losses, 
data for which are not available prior to 1929. 


5 Interest paid on both short-term and long- 


term borrowings, which are not separately tabu- 
lated. 


6 Revised. See Statistics of Income, 1930, 
pages 28, 239, and Statistics of Income, 1935, 
Part II, page 24. 


TRevised. See Statistics of Income, 1933, 
page 37. 
8 Revised. See Statistics of Income, 1935, 


Part II, page 26. 


® Includes common stock, preferred stock, and 
surplus and undivided profits less deficit. Does 
not include surplus reserves data for which are 
available beginning in 1937. Surplus reserves 
amounted to 7,667 million dollars in 1937, 7,301 
million dollars in 1938, and 7,889 million dol- 
lars in 1939. Data for 1939 differ from those 
published in Statistics of Income, 1939, Part II, 
for the reason that 42 million dollars of surplus 
reserves of raw rayon manufacturers were er- 
roneously tabulated and included in published 
data under preferred stock. 

10 Capital assets consist of land and depre- 
ciable and depletable assets less depreciation 
and depletion. Prior to 1939, includes intan- 
gible assets other than copyrights, formulas, 
goodwill, patents, and trademarks. In 1939, all 
intangible assets are included. 

11 Not available, 

12 Revised. See Statistics of Income, 
Pp. 388. 


1928, 
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The Shoptalkers: “John L. Reeves did a “Rubbish,” replied Philo. ‘To begin with, right 
very good job of analyzing the Ferro-Berdon no one talked about a ‘stiff’ privilege tax; progr 
tax plan in the last issue,” began Oldtimer. rather, a nominal one. Then too, I see “Ve 
“In fact, speaking to one of the authors of no difference between that proposed tax taxes’ 
the plan the other day, I got the reaction and, for instance, New York State’s fran- he oni 
that they thought they couldn’t have done’ chise tax. That one is for the privilege of pea 
better themselves.” doing business. You pay it annually, in ad- F W 
“T would say it was excellent,” agreed Law. byena The minimum “ $25. = os = aet 
“Undoubtedly Mr. Reeves worked only from “4 ned wt ae his head off about the altog 
the condensed version ine the December issue. ~~‘ York franchise tax. prope 
His interpretative analysis bespeaks quite “And no one will about a federal privilege the Vi 
some capacity for constructive thinking....” tax either,” asserted Dash. “If you keep it tax se 
“Well, there were a couple of points he relatively nominal I should think that would corpe 
didn’t seem too enthusiastic about,” injected be one privilege a taxpayer would be happy West 
the Kid, “although he did look with favor to pay for. And I certainly agree that ens “A 
on the ‘privilege tax’ suggestion. I thought business should pay it, corporate and other- sien 
that would be about the hardest item to get “'*° tal pr 

across, to practically anybody. A new tax “Keep it nominal and you won’t collect up. 

just can’t be popular.” much,” ventured the Kid. “It will just turn altog 
“T don’t look at it that way,” replied Law. ne TES SnNNRE TEN. “a 
“In the first place a federal tax on the privi- “Pay no attention to him,” suggested said 
lege of doing business makes equitable sense. Philo. “He is just trying to be a pest today. aren 
And it isn’t a mew tax because it would iy conc 
merely take the place of the present capital “All right,” grinned the Kid. “I was just can 
stock tax.” riding you a bit, to see if you could take it. _ 
“True enough,” consented the Kid, “but I’m with you on the privilege tax. And sos soe 
it is nevertheless a tax on a ‘birthright,’ so Rum, only he calls it a franchise tax. He sh 
to speak—something which should never be SUS8EStS 5%. so 
taxed at all.” “Yes, but he also wants to abolish corpo- - ; 
“What in the world are you talking —_ aan ce rem -ageagl A — a 
about?” exclaimed Dash. “Do you really CUt, and thats where the similarity ends. defi 








mean to tell me that for the privilege of 




































































Whatever the rate should be, 5%, or 10% 


freely pursuing business under our still very © 2%, 1 haven't the faintest idea.” sti 
much free economy you would object to “And it’s beside the point,” offered Dash. 7: 
paying a nominal tax? Call it a license fee, “Remember, we, and the Ferro-Berdon plan, at 
if you wish. . . .” talk methods of taxing, not how much. “we 
“It restrains and burdens the very privi- That’s a different chapter and verse.” 

lege it relates to,” persisted the Kid. “If “Mr. Reeves is wondering about point 2, if 
you had to pay a stiff privilege tax, prob- which puts a privilege tax on borrowed in- i 
ably even before starting in business, you’d vested capital, and so am I,” said Star. aoe 
certainly not be off on the right foot.” “Bearing in mind the messy compilations to 
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determine daily borrowed capital I’m a bit 
skeptical on that one.” 


“There may be some different, less com- 
plicated approaches to determine the base,” 
thought Oldtimer, “and the philosophy of 
the item I certainly agree with. Borrowing 
money or entering on shoe-string ventures 
should not be accorded any breaks over 
putting in permanent capital.” 


“Amen to that,” echoed Philo. “Borrow- 
ing has its place, but overdoing it is bad for 
the general economy. Anything that tends 
to discourage it and slightly favor equity 
capital seems all to the good.” 


“Mr. Reeves takes items 3, 4 and 5 to be 
the heart of the Ferro-Berdon plan,” ob- 
served Dash, “and it seems to be that he is 
right on that. There’s the gist of the plan’s 
program for corporate taxation. . . .” 


“Versus Ruml’s idea of ‘no corporate 
taxes’,” interrupted Star. “There’s much to 


be said on both sides of that argument.” 


“Well, save it for later,” suggested Old- 
timer. “Mr. Reeves makes an interesting 
comment on point 9, but I wonder if it is 
altogether germane. As I see it, item 9 
proposes to extend a liberalized version of 
the Western Hemisphere Trade Corporation 
tax set-up to all foreign trade and to all U. S. 
corporations, not limited, as now, to only 
Western Hemisphere. .. .” 


“Whereas Mr. Reeves proposes to elimi- 
nate discriminatory taxation on foreign capi- 
tal put to work here postwar,” Law summed 


up. “That, of course, is a different point 
altogether.” 


“And one with which J cannot agree,” 


said Oldtimer. “But the merits of the point 
aren’t too important. Offhand, I cannot 
conceive of our need for foreign capital, nor 
can I see where it would be coming from 
unless we first lend-leased it to somebody. 
For some years to come it won’t be a very 
pressing question, the one of how to tax 
foreign capital here.” 


“Mr. Reeves makes a job for Jack Corey, 
of the American Institute of Accountants,” 
observed Dash, “transmitting to Congress a 
definition of ‘accepted accounting principles’ 
and ‘realized income’ . . .” 


“And making Congress adopt the defini- 
tion in the tax law,” interrupted Philo. “Yes, 
Jack Corey is the man for that. We might 
bequeath him point 10.” 


“By the way,” mused Dash, “did you hear 
what happened to the authors? They are 
now known as ‘the tax man’s Berdon’.” 


“Ferro-cious!” finished Star. 


Talking Shop 


Shoptalker Like These New Books 


FEDERAL FINANCE IN PEACE AND 
WAR, by G. Findlay Shirras, MacMillan 
& Co., 1945. 378 pages. Price $5.00. 


This work is a scholarly inquiry into the 
methods and specific details of public financ- 
ing in the U. S. and the British Dominions 
and Commonwealth, replete with tables, 
graphs, references, facts and more facts. Of 
necessity the emphasis is upon the burden 
and incidence of taxation, and it will be 
welcome and helpful to every student of this 
beguiling topic. 


Two comparisons are informative and the 
countries selected for review represent a 
logical choice because, as the author says, 
“they possess fundamental constitutional 
likenesses and continuity of history, which 
make the treatment of their systems of 
public finance a suitable single field of study.” 
Various CCH material is quoted including, 
of course TAxXES—THE TAx MAGAZINE, so 
you should feel quite at home. 


* * * 


DEMOCRACY UNDER PRESSURE, by 
Stuart Chase. The Twentieth Century 
Fund, New York, 1945. 142 Pages. $1.00. 


The irrepressible Stuart Chase, author, 
economist, analyst and CPA and a really 
mean thinker on any subject his mind lights 
on, here puts in a pungent report on what 
goes with the pressure boys. Apparently 
anything goes, some way or another. One 
cannot help but have immense respect for 
Chase’s able reporting on his factfinding sur- 
veys. The way he puts things is understand- 
able, informative and entertaining and if he 
is working any angle other than telling the 
whole truth and nothing but it certainly has 
escaped this reviewer. 


Chase makes it abundantly clear that 
monopolies and their lobbies are not confined 
to Big Business, although B. B. seems to 
hold some sort of emeritus position in this 
respect. Other potent pressure groups are 
labor, farmers, even Big Government. It’s 
really a mess... 


Not given to doing things by halves Chase 
goes on to point to the way out. It seems 
simple and plausible and makes eminently 
good sense if we are to win the peace and 
enjoy its fruits within our own borders. 
Every intelligent American owes it to him- 


self to get acquainted with the facts Chase 
dishes up. 
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Revenue Collections: The statement of 
the collections of internal revenue recently 
released by the Bureau shows a grand total 
of taxes collected for the calendar year 1944 
of $42,125,986,550.68. The following eleven 
states accounted for the largest collections: 


New York—$8,075,862,835.90, an increase 
of $2,174,559,195.37 over 1943. 
California—$3,537,875,743.07, an 
of $1,185,165,752.58 over 1943. 
Michigan—$2,577,960,919.45, an increase of 
$890,984,291.46 over 1943. 
Illinois—$3,490,747,355.17, an increase of 
$868,496,034.04 over 1943. 
Pennsylvania—$3,598,738,958.08, an increase 
of $800,984,187.62 over 1943. 
Ohio—$2,092,608,311.21, an 
$726,362,189.05 over 1943. 
Maryland—$1,223,881,572.14, an 
of $349,835,770.81 over 1943. 
New Jersey—$1,449,559,749.05, an increase 
of $345,681,674.74 over 1943. 
Massachusetts—$1,513,278 486.66, an in- 
crease of $343,050,089.59 over 1943. 
Missouri—$1,057,665,474.25, an increase of 
$284,743,478.02 over 1943. 
Texas—$1,016,737,847.69, an 
$190,368,226.92 over 1943. 


Individual income taxes collected of $17 
billion exceed the amount of income and 
excess profits taxes collected from corpora- 
tions by about half a billion dollars. This 
trend does not follow in the collections re- 
ceived from the states. In the following of 
the eleven states named above the taxes 
collected from individuals exceed the amount 
collected from corporations in that state: 





increase 


increase of 


increase 


increase of 


California by about $900 million, New Jersey 
by about $100 million, Pennsylvania by about 
$26 million, Texas by about $187 million, 
Michigan and Maryland. 


Illinois, Missouri, New York, Ohio and 
Massachusetts supplied more revenue from 
the corporations than the individuals of the 
state. 


Mr. Swecker: Owen W. Swecker, whose 
picture appears on this month’s cover, is 
H1ead of Appeals Division, Office of Chief 
Counsel, charged with the defense of the 
government in all tax cases filed in the Tax 
Court of the U. S. 


Mr. Swecker is a member of the Bar of 
the District of Columbia and the United 
States Supreme Court. He entered the 
Bureau of Internal Revenue service as an 
auditor in 1920 and was transferred to the 
Chief Counsel’s office in 1927. In 1937 he 
was appointed Assistant Head of the Appeals 
Division and on August 21, 1944, was ap- 
pointed to his present position. 


The Cigarette Shortage: There have been 
many explanations of the shortage of ciga- 
rettes and this will not be another, but addi- 
tional facts on the situation have come to 
light from the comparative statement of 
internal revenue receipts for the calendar 
years 1943-1944. In 1943 the Bureau col- 
lected $904,205,672.53 in cigarette taxes, and 
in 1944 this amount had dropped some 6/7 
million dollars to $837,647,789.25. While the 
SNCT signs on the dealers’ counters harry 
the smoker, the old man with the whiskers 
in Washington has felt the effects of the 
shortage most—right in the pocketbook. 


Cabaret Closing: The order of War Mobi- 
lizer Byrnes closing cabarets and night clubs 
at midnight after February 26 will probably 
cost the Internal Revenue Bureau some 
taxes. Cabaret taxes for the first six months 
of the 1945 fiscal year amounted to $28,767,000. 
This represents a substantial increase over 
the first six months of the 1944 fiscal year. 
Cabaret taxes for the first six months of the 
1945 fiscal year exceeded the total taxes 
collected for the entire year 1944 which 
amounted to $26,726,000, but this is due to 
the increased tax of 20%. 


The Unforgiven Tax: Many taxpayers 
forgot that they owed the unforgiven por- 
tion of the 1942 tax on this March 15; but 
the Commissioner did not forget. Bills have 
gone forward to all such taxpayers, and some 


[Continued on page 268] 
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The Need for a Court of ‘Tax Appeals 


By ERWIN N. GRISWOLD, Professor of Law, Harvard Law School 


A Digest of the Article from the Harvard Law Review, October, 1944. 


T HE present system for judicial review of 
tax cases is badly adapted to meet the 
problems of tax administration which clearly 
lie ahead. It is the thesis of this article that, 
in the interest of taxpayers and the govern- 
ment alike, that system should be revised 
so that the important judicial function in tax 
cases may be speedily and surely exercised. 


3y far the largest proportion of tax con- 
troversies are handled administratively. At 
the present time, most of the tax cases which 
get into court start in the Tax Court of the 
United States, a court which must be con- 
sidered as a judicial body. 


Tax cases may also be commenced in any 
of the ninety-odd district courts of the 
United States, in the Court of Claims, and, 
occasionally, in state courts. This diversity 
of origin would not be a serious matter if 
the cases then focussed into a unified system 
of review. But appeals from the district 
courts and the Tax Court lie to the ten cir- 
suit courts of appeal and the United States 
Court of Appeals for the District of Co- 
lumbia. 


The tax decisions of these courts, and of 
the Court of Claims, and of state courts are 
reviewable only by the Supreme Court on 
certiorari, and that is rarely obtained until a 
conflict of decisions has developed. The 
process of obtaining a conflict often takes 
an inordinately long time. 


It is in any event beyond the control of 
the ordinary taxpayer, and thus largely: for- 
tuitous in its operation in specific cases. The 
resulting uncertainty causes much difficulty 
and delay in tax administration, and is the 
basis of a large part of the dissatisfaction 


with the present administration of the tax 
laws. 


The administrators are themselves hardly 
to blame for this condition, but it is diffi- 
cult to make their predicament understand- 
able to the general public. Nor can the 
Supreme Court do all that has to be done 
under the present system, although it could 
undoubtedly help by showing a greater heed 


Digests of Leading Law Review Articles 


for the administrative consequences of its 
decisions. 


A Court of Tax Appeals 


The answer here suggested is to relieve 
the circuit courts of appeals entirely of their 
duties in federal tax cases, and transfer them 
to a new tribunal which might well be called 
the Court of Tax Appeals. 


This new court should have exclusive ap- 
pellate jurisdiction to review all civil deci- 
sions in federal tax cases made by any court. 
Appeals should lie to it in federal tax cases 
from the district courts and from the Tax 
Court of the United States. It should su- 
persede the ten circuit courts of appeals and 
the Court of Appeals for the District of 
Columbia in this respect. 


Appeals should also lie to it in federal tax 
cases from the Court of Claims, in order that 
final authority in all federal tax matters may 
be centralized in one tribunal. 


It would seem desirable, and not at all 
inconsistent with the basic purposes of the 
plan, to leave criminal cases to their present 
procedural path. Nor is there much room 
for difficulty in drawing the line between 
criminal cases in the tax field. 


It should not be too difficult to work out 
an appropriate procedure for review of the 
occasional federal tax question which gets 
into a state court. It would be undesirable 
to ignore these cases on the ground that 
they are rare and ordinarily not of great 
importance, since divergent methods of re- 
view in tax cases will inevitably lead to con- 
flict of decisions with the resulting confusion 
and uncertainty the elimination of which is 
the major purpose of the new system. 


Review of Decisions of a Court 
of Tax Appeals 

When a means has been devised to focus 
all federal tax cases into the one Court of 


Tax Appeals, the question still remains as to 
the review of the decisions of that court. 


The decisions of the Court of Tax Ap- 
peals should, of course, be reviewable by the 
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Supreme Court in all cases involving consti- 
tutional questions. Whether review of con- 
stitutional questions should be by appeal or 
on certiorart is a close question. Either 
method would seem to be equally acceptable, 
although review of constitutional questions 
by appeal might get questions before the 
Supreme Court sooner. 

Should the Supreme Court review likewise 
extend to questions of statutory construc- 
tion and application, and other questions of 
tax law? There is no reason why it should. 
It could be argued that the decisions of the 
Court of Tax Appeals must be final on all 
except constitutional questions, unless the 
difficulties now plaguing us are to be per- 
petuated. 

On the other hand, it may be argued that 
the potentiality of review by the Supreme 
Court is normal, and by now, at least, tra- 
ditional in the federal judicial system. It 
furnishes a possible safety valve, and any 
effort to establish a Court of Tax Appeals 
without the possibility of review by the 
Supreme Court by certiorari would probably 
result in substantial opposition. The risk to 
the finality of the decisions of the Court of 
Tax Appeals does not seem to be important 
enough to warrant either the break with 
tradition or the threat of opposition. 


If a Court of Tax Appeals were estab- 
lished with review by the Supreme Court on 
certiorari, it might be confidently expected 
that the Supreme Court would undertake to 
reexamine very few of its decisions. In the 
first place, the conflict of decisions which is 
now the chief basis for getting a case into 
the Supreme Court would be almost in- 
variably lacking. In the second place, the 
Supreme Court could be counted on to re- 
spect the purpose and function of the Court 
of Tax Appeals, and to recognize that its de- 
cisions should as a matter of practice be final 
in all but exceptional cases. 


If there were a Court of Tax Appeals, it 
would have in fact substantially final author- 
ity on most tax questions, but there is no 
reason to think that this would be either un- 
wise Or undesirable. If there were such a 
court with practical final authority in mat- 
ters of statutory construction and general 
policy, the need for legislative action would 
appear much more promptly—without the 
necessity of waiting for a conflicting opinion 
and an eventual decision by the Supreme 
Court. 


The Dobson Case 


Is there any need for such a change in the 
system of judicial tax procedure? Has not 
the Supreme Court already accomplished 
much the same result through its decision in 
the Dobson case, 320 U. S. 489 (1943), re- 


hearing denied, 321 U. S. 231 (1944)? The 
answer to the latter question is clearly and 
emphatically, No! 

The difficulties with the Dobson case in 
theory and practice have already been de- 
veloped by Mr. Randolph Paul [“Dobson », 
Commissioner: The Strange Ways of Law and 
Fact,” 57 Harvard Law Review, July, 1944, 
753-851; L. P. D. (1944) J 6566]. 

No one understands its scope, and there is 
almost certain to be more litigation as to 
the applicability of the Dobson rule than 
there was as to the basic tax questions them- 
selves. This sort of litigation about proce- 
dure is futile and fruitless. It results from 
an effort to import into the tax field notions 
of finality which have recently been devel- 
oped with respect to administrative tribunals. 


But apart from the merits of these notions 
themselves, they have no proper application 
to the Tax Court. That court is a court in 
name and in fact, and in everything else ex- 
cept the letter of the statute and the Com- 
mittee Reports. 


Moreover, and this is more important, the 
Tax Court of the United States is in reality 
sixteen courts. The Dobson rule talks as if it 
is a unified entity. But the fact is that each 
judge of the Tax Court ordinarily sits alone 
to hear a tax case, and the great majority of 
cases are not only heard by that judge alone 
but are decided by him alone. Sometimes 
cases may be heard through commissioners, 
so that the actual basic decision may not 
even be made by one of the judges of the 
Tax Court. 


The result of this organization of the Tax 
Court is a great deal of variation and incon- 
sistency in the decisions of that court. 


Because of the volume of cases to be de- 
cided, it is certainly necessary that most of 
the cases should be heard and decided by a 
single judge. But to give to such decisions 
the broad finality on many questions of law 
as well as of fact which is indicated by the 
Dobson case is to multiply diversity and dis- 
crimination, and not at all to aid a group 
policymaking agency to formulate and carry 
out its policies. 

Even if the Dobson rule were clear and 
understandable in its application, and even 
if decisions of the Tax Court were always 
decisions of all the court, the Dobson rule 
would not solve the problems with which 
we are confronted. 

The only way to have a sensible system 
of court review of tax cases is to have a 
unified appellate procedure in all cases through 
a single Court of Tax Appeals. The lengths 
to which the Supreme Court has gone in the 
Dobson case emphatically point out the need 
for action. Congress can deal with the prob- 
lem comprehensively and effectively, and it 
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rather than the Supreme Court is the appro- 
priate agency to revise the procedural sys- 
tem in tax cases. 


Analogy to the Court of 
Customs Appeals 


The creation of a single Court of Tax Ap- 
peals finds an interesting analogy in another 
closely related field of the law. There were 
many years when customs duties provided 
the bulk of federal revenues. It was natural 
that these taxes should give rise to contro- 
yersies, and the history of the handling of 
these controversies is remarkably similar to 
that in the internal revenue field. 


The original method for contesting the 
validity of a customs exaction was a common- 
law suit against the collector of customs; 
and this in 1864 became a statutory suit 
against the collector. In the internal reve- 
nue field the corresponding suit against the 
collector still survives, and until comparatively 
recent times was the only remedy available 
to the taxpayer. 


In 1890, the Board of General Appraisers 
was established, clearly an administrative 
tribunal. Where it had jurisdiction, the old 
remedy against the collector of customs was 
superseded. Thus the only remedy was an 
appeal to the Board, with a further appeal to 
the circuit court, and on to the circuit court 
of appeals, with possible review by the Su- 
preme Court. 


This system went on for nineteen years, 
in time giving rise to difficulties remarkably 
similar to those in the internal revenue field. 
The result of delays, confusion and waste 
was that Congress in 1909 established a 
single court to review all customs cases, the 
Court of Customs Appeals. And from that 
time on there never has been any problem 
or difficulty with respect to customs litiga- 
tion. The single court of review handles all 
cases expeditiously and effectively. 


It seems entirely safe to say that there is 
no body of complaint as to the handling of 
customs cases, and has never been since the 
establishment of the single court of review 
more than thirty-five years ago. 


The analogy between the internal revenue 
and customs field is a close one, and the re- 
sults in the customs field are very striking 
and encouraging. 


The Work of a Court of Tax Appeals 


Certain practical considerations must be 
examined. Are there not so many appeals 
in tax cases that a single court would be 
swamped if it alone had to hear all of them? 
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Would this not result in delays which would 
cause greater confusion and more denial of 
justice than under the present system? Would 
there be any work left for the regular circuit 
court of appeals if all of the tax cases were 
taken away from them? 


An accompanying table illustrates the 
volume of work performed by the various 
federal appellate courts during the calendar 
year 1943. One fairly safe conclusion may be 
drawn from it. Removing jurisdiction over 
federal tax cases from the circuit courts of 
appeals would not leave these courts with 
nothing to do. They would still have about 
80% of their present volume of work. 


During the year 1943 the circuit courts of 
appeals issued 309 opinions in tax cases. 
Could one court handle this volume of work? 


A study of the work done by the Supreme 
Court, by the Circuit Courts of Appeals, 
state courts, and the Court of Customs and 
Patent Appeals shows that it would be pos- 
sible for one court to handle that much work. 


But there is another factor of importance. 
The establishment of a single Court of Ap- 
peals would certainly result in a substantial 
decline in the number of tax cases appealed 
beyond the trial court. Moreover, with the 
prompter settling of the tax law through its 
decisions, there would be far fewer contro- 
versies taken from the Bureau of Internal 
Revenue to the trial courts. With fewer 
cases in the trial courts, there would be 
fewer appeals. 


For the convenience of taxpayers, the 
Court of Tax Appeals ought to be a circuit 
court in the true sense. It might have its 
headquarters in Washington, or perhaps in 
New York or elsewhere, but it would have 
to arrange for frequent sittings in a number 
of cities throughout the country. 


In order to insure flexibility, the present 
provisions in the Judicial Code for transfer- 
ring judges by designation should be made 
applicable to the Court of Tax Appeals. 


A Constitutional Court 


The Court of Tax Appeals would be one 
of the most important tribunals, and it should 
be clearly established as a constitutional 
court, with the full power and authority at 
law and in equity of the present circuit 
courts of appeals. Its judges should have 
life tenure, and the full privileges of consti- 
tutional federal judges, including freedom 
from diminution of compensation, and pen- 
sions on retirement. It is to be hoped that 
the President would appoint only able men, 
so that it would not become a haven for lame 
ducks or political misfits. 


261 





The Argument About Specialization 


This suggests an objection which may be 
voiced to the whole plan of a single Court of 
Tax Appeals. Will the judges not become 
so specialized and technical that tax deci- 
sions will soon become artificial and refined, 
losing all touch with the general law and 
with the common law? 

The remedy is to use care to appoint men 
of broad training and outlook, men who will 
see tax problems in their setting in the gen- 
eral economic and political and social pic- 
ture. If the judges on the Court of Tax 
Appeals should nevertheless err, their deci- 
sions can be corrected by Congress, which is 
in touch with the people as closely as any 
agency of government. 

Moreover, this argument represents a com- 
plete representation of the tax field. It is 
high time that tax lawyers rise up to defend 
themselves against the charge that tax work 
is narrowing and stifling. On the contrary, it 
seems difficult to find a field which leads 
practitioners more widely through the whole 
fabric of the law. There is no reason to ex- 
pect that a judge in this field should become 
narrow and technical and specialized. 


The Traynor Plan 


The Traynor plan of six years ago pro- 
posed a single court of tax appeals. The 
proposal was engulfed in opposition. It may, 
therefore, seem bold to re-advance a portion 
of it now. But there are significant differ- 
ences, and those differences are so great and 
so clearly important as to warrant thought- 
ful consideration for the present proposal on 
its merits. 


1. In theTraynor Plan the recommenda- 
tion for a single court of tax appeals was 
only one element in a much larger scheme. 
The plan also called for a reorganization of 
procedure in the Bureau of Internal Reve- 
nue, the basic purpose of which was to give 
the Bureau’s determination administrative 
finality and to eliminate any trial de novo 
before an independent tribunal. That was an 
unsound recommendation and was alone 
enough to warrant the defeat of the Traynor 


Plan. 


2. Under the Traynor proposal, jurisdic- 
tion in tax cases was to be taken away from 
the district courts and the Court of Claims. 
All tax cases would be heard by the Board 
of Tax Appeals, now the Tax Court. This 
proposal was assailed on two grounds: (a) 
It deprived the taxpayer of the right to a 
trial in his own community; and (b) it de- 
prived the taxpayer of any right to trial by 
jury. The present recommendation suggests 
no change in the jurisdiction of the district 
courts and of the Court of Claims. 
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3. Closely related is the fact that under 
the Traynor Plan there would be no remedy 
available to taxpayers in a constitutional 
court. The Court of Tax Appeals here rec. 
ommended is to be a constitutional court 
with all the status and authority that inhere 
in such a tribunal. 


4. It may be thought that Professor Tray- 
nor failed to appreciate the dignity and im- 
portance of the tax appeals in the judicial 
and legal system. His single court of tax 
appeals was an indefinite sort of stepchild. 
The present proposal calls for the establish- 
ment of a wholly independent court of all the 
dignity and importance of the present circuit 
court of appeals. 


5. The Traynor plan called for a single 
court of tax appeals which would sit only in 
Washington. It is understandable that there 
should be objections to such an arrange- 
ment. The present recommendation is fora 
circuit court. 


6. Another difference between the present 
proposal and the Traynor Plan merits men- 
tion. The Traynor Plan called for a decen- 
tralization of the Board of Tax Appeals (now 
the Tax Court), with its separation in five 
divisions sitting in different parts of the 
country. The opponents of the Traynor Plan 
disclosed the essential nature of their posi- 
tion when they objected to this decentraliza- 
tion of the Board while at the same time 
objecting to the centralization of court re- 
view of Board decisions. J’y suis, j’y reste. 


It is not difficult to agree, however, with 
the part of the argument which said that 
there was not enough merit in a plan for 
formal decentralization of the Tax Court to 
make it desirable to adopt such a change. 
Accordingly, the present proposal includes 
no recommendation for any change in the 
procedure or organization of the Tax Court. 


Local Law 


Two further objections were made to the 
proposal for a single court of tax appeals 
in the Traynor Plan which should be men- 
tioned here. Some of the opponents argued 
that tax questions so often involve matters 
of local law that tax appeals should be heard 
by local courts which would be familiar with 
the intricacies of that law. It is difficult to 
think that this argument was not over- 
emphasized. 


In the first place, the proportion of tax 
cases actually involving questions of purely 
local law is very small, and in many cases 
the question is neither unusual nor difficult. 


In the second place, the great majority of 
the tax cases are now heard by the Tax 
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Court, which has no special competency in 
matters of local law. 


And finally, there is a very large measure 
of illusion in the notion that the circuit 
courts of appeals to which cases are now 
appealed have any special skill in local law. 


After all, tax cases like other cases are 
heard upon brief ond oral argument. If a 
question of local law is involved, it will be 
discussed and argued in detail by counsel, 
and the decision of such questions on such 
arguments is the sort of thing which judges 
are called upon to do and are ordinarily 
skilled in doing. The proposed Court of Tax 
Appeals would naturally have a geograph- 
ical spread in its membership, and would 
seem to be as well qualified to handle ques- 
tions of local law as the Supreme Court is 
today. 


Finally, it may be said that for the few 
questions of peculiarly local law which will 
arise in tax cases, there should be available 
a better procedure for having them deter- 
mined by persons locally skilled than the 
completely hit or miss means which is avail- 
able through appeals to the circuit court of 
appeals. 


There should be established in connection 
with the trial procedure in the Tax Court 
and in the district court a regular method 
for the reference of questions of local law 
to the appropriate local tribunal. In this 
way questions of state law could be deter- 
mined by the state courts themselves. These 
determinations would be controlling on all 
courts dealing with federal tax questions. 


The use of the local law argument to op- 
pose the creation of a Court of Tax Appeals 
seems on the whole essentially hollow. 


The Arguments for the Status Quo 


The other argument which was made against 
the Traynor Plan was that the present sys- 
tem of delays and conflicts was not neces- 


Digests of Leading Law Review Articles 


sarily undesirable. It is often contended that 
“The delay resulting from conflicts may be 
worth the ultimate assurance of the right 
answer.” 


The assumption in these statements that 
there is always a “right answer” in these 
questions is interesting. The truth is appar- 
ently always clear if we only keep on trying 
to look for it in enough places. Certainly we 
should strive our best to get as near the 
truth as we can. And long experience has 
shown that at least one review, with collec- 
tive judgment, is an important procedural 
tool to that end. But there must be some 
end to the process. We do not have two 
Supreme Courts to produce conflicts and 
a super-Supreme Court to reach the right 
answers. 


The delay in the courts of justice would 
be long enough if we did have a single Court 
of Tax Appeals. 


Moreover, when these objections were 
written, the tax bar had a considerable nos- 
talgic memory of the Supreme Court of the 
early and middle thirties. How many law- 
yers would feel now that the Supreme Court 
has always reached the “right answer” in re- 
cent years? It is not at all clear that tax- 
payers and their counsel would not be better 
satisfied to have tax decisions made by some 
other tribunal. 


Most of the opposition based on this ground 
is simply an expression of the essential over- 
conservatism of the bar. 


Is it not high time that we take steps to 
overhaul our creaking system of review in 
federal tax cases? 


Tax laws are highly complex. But to add 
to that complexity the present uncertainty 
and confusion throughout most of the period 
of administration of the statute are more than 
we need to bear. A change in the present 
procedure in tax appeals has become a clear 
necessity. 












Are dividends interest payments? 


Deduct Preferred 


LL of the Revenue Acts, beginning with 

the Act of 1864, have permitted the deduc- 
tion of interest in computing taxable income. 
-The purpose of this article is to point out 
and evaluate the controlling criteria for de- 
termining the deductibility of interest as 
applied to dividends on preferred stock. 


Two facts must be present before the de- 
duction is allowable—there must be an in- 
debtedness and the payment must be interest. 


The volume of litigation in this field, par- 
ticularly with respect to securities, suggests 
the observation that the interest deduction 
in its present form, while perhaps adequate 
when the national economy and income tax 
laws were relatively simple, is not adequate 
for the complex economy and severe income 
and ‘excess profits tax laws of today. 


Indebtedness Difficult to Determine 


In at least one case the court was troubled 
by the accepted criteria for determining in- 
debtedness. In Jewel Tea Company, Inc. v. 
United States, 90 F. (2d) 451 (C. C. A. 2d, 
1937), the taxpayer had issued “preferred 
stock” to the par value of $4,000,000 under 
an agreement that the company should each 
year acquire a portion of the stock “out of 
the surplus profits of the company, if suffi- 
cient after all accumulated and defaulted 
dividends, if any upon said preferred stocks.” 


Dividends on the stock were cumulative. 
The case involved the right of the company 
to deduct premiums paid upon the purchase 
of shares of the stock during the taxable 
years. The court held that the stocks did 
not constitute an indebtedness. However, 
in reaching this conclusion, the court made 
the following observation: 

When a number of persons unite to contribute 
to a common enterprise, whether by lending 
money, or by taking shares of any sort, in one 
sense they all become co-adventurers; both lend- 
ers and shareholders can look only to the success 
of the venture for payment. If the shareholders 
also set up priorities between themselves, there 
results a hierarchy in which the lenders are 
merely the prior group; the preferred share- 
holders, like them, are limited in their return, 


and any eventual profit goes to the common 
shares. 
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Stock Dividends? 


By SAMUEL G. WINSTEAD, Member of the Texas Bar 


Thus it would be possible to treat preferred 
shares like debts; that is, as constituting merely 
a claim upon the company—the common share- 
holders. Such a view would make the common 
shareholders alone the company, since they 
alone share profits and manage the enterprise; 
it would treat all others as separate groups with 
whom they deal as third parties. It would have 
been an entirely logical and reasonable theory 
and the law might well have insisted upon it. 
It has not; on the contrary it has always dis- 
tinguished between creditors and preferred 
shareholders, regarding the first as outside the 
corporate aggregation, and the second as em- 
barked as owners along with the common share- 
holders. 

But it is an altogether conventional concep- 
tion, and while in taxation it must be treated 
as real, the test cannot be merely the name 
given to the security. In re Fechheimer-Fishel 
Co., 212 F. 357 (C. C. A. 2). Conceivably there 
may be preferred shares going by the name of 
bonds, and bonds going by the name of pre- 
ferred shares. It is not always easy to tell 
which are which, for securities can take many 
forms, and it is hazardous to try to find moulds 
into which all arrangements can certainly be 
poured. But we may Say that at least those are 
not creditors, who cannot withdraw from the 
venture without the consent of the rest, demand- 
ing a fixed sum at some period set in advance. 


Narrow Definition of Indebtedness 


A tabulation of cases in this field reveals 
an interesting fact, namely, that in a very 
high percentage of the cases the Govern- 
ment has prevailed in disallowing a claimed 
interest deduction. This suggests that the 
courts have resisted the pressure to expand 
the definition of “indebtedness” and it is 
likewise a warning to practitioners that the 
risk of losing a border-line case is relatively 
high. 


If a lawyer in Texas were asked to advise 
a corporate client as to the deductibility of 
dividends on a proposed issue of preferred 
stock, he would find that the Circuit Court 
of Appeals for the Fifth Circuit has decided 
a number of cases involving the interest de- 
duction. In several cited cases, the court has 
denied the interest deduction; in Comm’r v. 
J.N. Bray Co., 126 F. (2d) 612 (C. C. A. 5th, 
1942), however, it did not. 
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The Fifth Circuit Court has continued to 
emphasize the importance of the existence of 
a fixed maturity for the principal sum. The 
existence of a maturity date has likewise 
been regarded as important by other courts, 
along with such factors as the right of pay- 
ment of so-called interest irrespective of the 
existence of profits, the absence of a right 
to participate in management, and priority 
over stockholders and regular creditors. 


Of these, the existence of a maturity date 
as to the principal sum and the right to pay- 
ment of “interest” irrespective of the exist- 
ence of earnings and profits are undoubtedly 
the most important factors. 


Intention of Parties 


Some courts profess to attach importance 
to the intent of the parties, and for this 
reason may scrutinize all the facts and cir- 
cumstances surrounding the issuance of the 
certificates in question. 


The requirement of a maturity date, being 
perhaps the most important single factor in 
determining a creditor-debtor relationship, 
merits some analysis. 


Let us suppose a situation like this: that 
the corporation contracts to pay “interest” 
at a fixed time without binding itself to the 
principal sum. This was the case presented 
in Texas Drivurself System, Inc., 8662 CCH 
1944 Fed. Tax Service { 7444M. The court 
thought the case was controlled by the deci- 
sion in U. S. v. South Georgia Railway Com- 
pany, 107 F. (2d) 3 (C. C. A. 5th, 1942), 


At the same time, the Tax Court ex- 
pressed doubt as to the true purpose and 
effect of the provision on payment of inter- 
est irrespective of earnings. Similarly, in 
another case the Tax Court suggests that 
if a certificate truly represents a share of 
stock rather than indebtedness, payment of 
dividends other than out of earnings would 
be in violation of state law prohibiting pay- 
ment of dividends out of capital. 


Therefore, notwithstanding’ fixed periodic 
payments of “interest,” courts may never- 
theless feel free to determine whether an 
indebtedness as to the principal sum was 
created, and may deny the deduction by re- 
sorting to a determination of the true char- 
acter of the underlying relationship. 


The requirement of a maturity date, de- 
Spite its inadequacy as a test in certain 
borderline cases, is probably here to stay. 
Therefore, wherever feasible, taxpayers should 
Provide for a maturity date in obligations 
intended as an indebtedness within the mean- 
ing of Section 23(b). 

Moreover, it is probably too late to hope 
that the courts will depart from the view 
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that interest within the meaning of Section 
23(b) is limited to situations where the 
“strict legal relationship of debtor and creditor” 
exists. Preferred stock, generally speaking, 
is outside the ambit of the deduction. 


Study of the Problem 


It may be useful, nevertheless, to consider 
the problem in certain broad aspects, for the 
legislative door is always open. 


Undoubtedly, the differentiation of pre- 
ferred stock from indebtedness stems from 
the idea that the interest deduction should 
be limited to periodic payments which are 
fixed and certain, as opposed to contingent 
and conditional payments, i.e., an annual 
charge on taxpayer’s operations. 


In line with this view, corporate dividends 
have long been thought to be conditioned 
upon the existence of earnings as well as 
upon action by the corporate directors, and 
therefore unlike interest. 


Such a view is inaccurate as applied to 
preferred stock with respect to which the 
dividends are cumulative and payable irre- 
spective of the existence of earnings. For a 
long time there was a difference of opinion 
whether it was permissible to give the pre- 
ferred stockholders the right to cumulative 
dividends even though there are no earnings 
during the existence of the corporation. How- 
ever, today the better view is that the pre- 
ferred stockholders are entitled to receive 
upon liquidation of the corporation their 
accumulated dividends ahead of any pay- 
ments to the common stockholders, regard- 
less of the fact that there have been no 
earnings. 


Under the majority view, if the contract 
between the corporation and the preferred 
stockholders specifies that accrued dividends 
are to be paid in all events, the contract is 
enforceable. In this type of stock ultimate 
payment of “dividends” is no more contin- 
gent than the payment of interest on bonds. 


Payments to the preferred stockholders 
are contingent only upon the availability of 
funds, which conditions payment of every 
creditor but does not condition liability. The 
question of certainty or uncertainty of pay- 
ment should not be confused with the ques- 
tion whether the preferred stock constitutes 
an unconditional obligation. Payment and 
obligation are not synonymous. 


Certainty of payment is not even a pre- 
requisite to the accrual of interest, although 
at one time the Treasury Department took 
the position that interest could not be ac- 
crued where there was little likelihood of 
payment. The Circuit Court of Appeals re- 
fused to allow this position, and the Depart- 
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ment has now acquiesced in the court's 
decision. 


It is submitted that, for the purposes of 
interest deduction, whether or not preferred 
stock is an indebtedness should depend upon 
whether the ultimate payment of “dividends” 
is conditioned upon the existence of earn- 
ings. If not, the preferred stockholder’s 
relationship to the corporation is not dif- 
ferent in kind from that of a bondholder of 
the corporation. 


The fact that payments to the preferred 
stockholders may be subordinated to the 
bondholders, and that sufficient funds may 
not be available to pay all claims against the 
corporation is no more relevant than the fact 
that classes of creditors are often given 
different priorities. 


Unless this suggested approach is adopted, 
the decisions in borderline cases will con- 
tinue to have little relationship to the sub- 
stantive rights of corporate investors. 


Acme 


Children whose income is greater than $500 must file income tax returns this year 
and this doesn’t make the parents unhappy since in former years the child’s 


income was added to that of the parent. 


The little juvenile movie star, Sharyn 


Moffett who recently received quite a sizable bit of money for her work in RKO 
Radio’s “The Body Snatcher” is trying her childish best to comply with the 
Commissioner request to file early. 


March, 1945 @© TAXES—The Tax Magazine 


rnH 
| de: 
cable, 
of rea 
on thi 
(1) 
idle n 
(2) 
level 
nance 
the 1 
(3) 
serve 
128 
vestn 
(b) b 
up e 
const 
to pu 
An 
post- 
(2) ¢ 
profi 
incol 
pers 
busi: 


catic 
are | 
tion; 
mat 
Loot 

S 
and 
and 
dela 
that 
sulfi 
inte 
taxi 
be t 


I 


Dig 





BUSINESS INCENTIVES AND THE 
POSTWAR TAX PROGRAM 


By MAJOR JOSEPH P. McNAMARA, United States Army 


Digested from the Notre Dame Lawyer, September, 1944. 


_ article attempts to define what is 
desirable, within the realm of the practi- 
cable, in the post-war tax program. To partake 
of reality, the tax program is to be based 
on the following premises: 

(1) There must be neither idle men nor 
idle money. 


(2) The establishment of a high, stable 
level of employment will require a mainte- 
nance of production of at least 40% above 
the 1939 level. 

(3) The market economy is to be pre- 
served. 

Taxes must be tailored to encourage in- 
vestment by (a) minimizing fear of losses, 
(b) by removing the tax burdens which eat 
up economy earnings, and (c) by avoiding 
consumer taxes which engender resistance 
to purchasing. 

Among the suggestions made are these: 
post-war abolition of (1) excess profits taxes, 
(2) declared value, capital stock and excess 
profits tax combinations, and (3) corporate 
income tax; integration of corporate and 
personal taxes; the carry-forward of net 
business losses; and accelerated amortization 
of certain capital investments. 

Continued high rates of personal income 
taxes are recommended on the grounds that 
they serve (a) as an anti-inflationary meas- 
ure in the period of excess purchasing power ; 
(b) as a safeguard to the Treasury until 
the effects of the elimination of the dupli- 
cation of corporate and individual incomes 
are apparent; and (c) as a release for addi- 
tional potential purchasing power at approxi- 
mately the time that supplies of available 
goods have caught up with demand. 

Special excise taxes on alcohol, tobacco, 
and petroleum products should be continued, 
and the repeal date of the other excises 
delayed for several years after the war, so 
that the Treasury Department may have 
sufficient time to gain experience with the 
integration of the corporate and income 
taxes, and the excess purchasing power may 
be drained off. 


However, it is recommended that these 
consumption taxes, should, with the excep- 
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tion of those noted above, be repealed at the 
earliest date consistent with the require- 
ments of the budget. 


Impeded as they are by constitutional con- 
siderations, by the Commerce Clause, and by 
considerations of competition between the 
states, the state governments can, neverthe- 
less, make an important contribution to post- 
war prosperity by eliminating tax conflicts 
which unduly arrest investment, production 
and consumption. 


With the possible exception of the Illinois 
Retailers’ Occupation tax, most of the varia- 
tions contained in state sales and use taxes are 
the product of legislative whim. A uniform 
state sales and use tax should be drafted and 
its adoption recommended by the National 
Association of Tax Administrators. Another 
field for the achievement of uniformity is 
to be found in the state corporate franchise 
tax laws. 


Under the leadership of the Council of 
the State Governments an effort should be 
made by the states to evaluate the impact 
of their tax programs upon industry and 
to provide whatever tax therapy is possible 
in view of the various constitutional restric- 
tions and economic environment in which 
the respective jurisdictions operate. 


The plan here proposed has been made 
large enough at the outset to be useful 
through two foreseeable stages of economic 
growth. Briefly, these are (a) the period 
of surplus consumer purchasing power in 
which investment must be fostered so that 
full production and employment may be at- 
tained; and (b) the period which will follow 
the expenditure of the reservoir of purchas- 
ing power wherein production will catch up 
with demand and there will be a need to 
swell consumer purchasing power by lower- 
ing individual taxes. 

The plan’s rationale is that a farsighted 
and well-balanced tax policy is essential to 
the full and constructive use of economic 
and human resources and in turn, the full 
employment of these resources will diminish 
the burdens of taxation to a readily tolerable 
point. 
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March 15: the unforgiven amount, their 1944 
tax and the first installment of their 1945 
declaration of estimated tax. 


















































Article or service taxed Basis of comparison 
















. Admissions 


a. General admissions ........_ Charge for admission ...... 
b. Cabarets, roof gardens, etc. Total charge to patron..... 





nN 





Alcoholic beverages 


a. Distilled spirits ............ U.S. proof galion ........ 
b. Fermented malt liquors . Barrel of 31 wine gallons 


(type of beer commonly 
consumed in the respec- 
tive countries) ........ a 























c. Wines 
(1) Sparkling WI OE 5 ccs evince nw esiee' 


(2) Artificially carbonated... Wine gallon.... 
(3) BM... 








nee Diors fe 5 t- Wine gallon containing by 

volume: 

Not more than 14% al- 
cohol ata le eres 

Over 14% but not over 
21% alcohol ........ ca 

Over 21% but not ove 
24% alcohol ... 






































d. Rectified spirits and wines, 
additional tax .. sisevere We ye PROGE gation .. 


. Automotive vehicles 


a. Passenger vehicles ........ Manufacturers’ sales price: 
$900 or less .. 
Over $900 but not more 







































eee 
MUNEOSEIOE, ccceccncsdices 

b. Busses ee ........ Manufacturers’ sales price 
ce. Trucks . ......++.... Manufacturers’ sales price. . 











. Communications 











a. Telegraph, cable, and radio Charge for domestic mes- 
messages me I oo 9 och civ Et 

b. Telephone and _ radio-tele- Charge for long distance 
phone messages se : messages 








. Conveyances of realty ... 





$10,000 property . 





Electric, gas, and oil appli- 
ances shasailt guste dD sitet eteiicarp eran’ Manufacturers’ sales price 












Furs pei eiad deg wea Retail price . 


8. Gasoline .. sig alo oukelaicemetalas Wine gallon .. 





Jewelry, clocks and watches 





Retail price 








. Lubricating oil 






Wine gallon .. 





$ 


Summary Comparison of United States, British, and Canadian Excises’* 
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find themselves with three tax bills due on The study is up to date as of August 15, 
1944, and was first prepared for use in connec- 
tion with legislation concerning excise taxes, 
The following table presents the comparison 
The Treasury: The Division of Tax Re- in tabular furm. The report was prepared 
search has completed a study and compari- by Mr. John Copeland with the assistance 
son of the excise taxes levied in the United Of Mr. Arthur Jaffe, under the supervision 
States, the United Kingdom and Canada. of Mr. Marius Farioletti. 


Comparable tax rates 2 


United 
States 


20% 
20% 


$ 9.00 


$ 8.00 


$ 3.00 
$ 2.00 


10% 


20% 


$ .06 


-015 


United 
Kingdom 





5%-100% 


$23.00 


$28.39 


$5.00-$9.33 
$5.00-$9.33 


$2.42-$3.42 
$2.42-$6.25 
$2.42-$6.25 


oew w 


Canada 


20% 


25% 


$8.03 


$8.68 


$2.08 
$2.08 


$ .42 
$ .42 


$ .42 





25% 


25 %-29% 
Over 29% 
5% 


3 


12% 
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Summary Comparison of United States, British, and Canadian Excises—Continued 


Comparable tax rates 2 
United United 
States Kingdom 


Article or service taxed Basis of comparison 


Canada 


. Luggage, handbags, wallets, 


EEA aE IES Retire Retail price 19% 


. Matches Thousand matches .02 and 


-055 $ .10 


. Playing cards $ .20 


Pack of 54 cards 
. Photographic apparatus 
supplies 


a. Cameras, apparatus, and 
supplies (except films)..... 


and 


Manufacturers’ sales price. . 
Manufacturers’ sales price. . 


5. Radios, phonographs, etc..... Manufacturers’ sales price. . 


. Stocks and bonds 
a. Bonds, registered 
CT FI 6 eck ie bocctawes 
(2) Transfer at face value. . 
b. Stocks, par value 
(1) Issuance 
(2) Transfer at par value. . 


$1,000 bond 
$1,000 bond 


$100 par value share 
$100 par value share 


. Tobacco products 
. Cigarettes 


. Cigars 


. Manufactured tobacco 

. Cigarette papers and tubes 
(1) Papers 
(2) Tubes 


Package of 100 
Package of 100 


20. Toilet preparations .. Retail price 20% 


. Transportation of persons 
a. Transportation 
b. Berths and seats ... 


Charge for transportation. . 
Charge for berths and seats 


15% 
15% 


15% 
- 13% 


1 The rates shown in this table, in many cases, are those which have been derived subsequent 


to a conversion of the actual excise tax in order to place the taxes on a comparable basis, The 
actual rate and base of each excise tax may be determined by consulting the text of this study. 
Does not include central government sales taxes, and State or Provincial and local sales and excise 
taxes. 

* Tax rates of United Kingdom converted on basis of £1 to $4.00. Canadian taxes are in 
Canadian currency. British and Canadian taxes rounded to nearest % cent for amounts of less 
than $1 and to nearest 1 cent for amounts of $1 and over. 

’ No excise tax. 


* Watches retailing for not more than $65 and alarm clocks retailing for not more than $5 are 
subject to a 10-percent rate. 


The Twenty-second Amendment to the 


suggested is 25%. This movement started 
Constitution: Among the tax plans that 


some years ago among the states, and Wy- 


have come before Congress is the proposal 
to place a ceiling on the taxing power of the 
Congress during peacetime. The ceiling 


Washington Tax Talk 


oming was one of the first states to pass a 
resolution in its own legislature memorial- 
izing Congress to submit to the people a 
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constitutional amendment to place a 25% 
limit as to rates on income, estate and gift 
taxes that could be levied by Congress. 
Sixteen states have taken some affirmative 
action on the matter under the sponsorship 
of an organization in Arkansas known as 
“The Organization for the XXII Amendment 
to the Constitution.” Now Congressman 
Mason has introduced H. J. Resolution 88, 
which places the matter before Congress and 
the House Judiciary Committee. 


Federal Owned State Lands: “The total 
extent of holdings of real estate by the Fed- 
eral government is enormous, over 455 
million acres representing 24% of the total 
area of the United States. The fair market 
value of these holdings is estimated at 4.6 
billion. The assessed value of the property 
in 1937 was estimated at 3% of the value 
of the total for the country as a whole. Over 
90% of this land, the ‘public domain,’ has 
always been the property of the United 
States and hence the states never have in- 
cluded it in their tax bases”, Professor Roy 
G. Blakey pointed out recently before the 


Fifth Annual Southern Institute of Local 
Government. 


“That only a few have been very much 
concerned about this national ownership is 
indicated by several facts. A few states 
have constitutional prohibitions against tax- 
ing federal land. Only ten states have en- 
deavored to analyze the value of tax exempt 
property so as to show separately the value 
of federal owned land and only six secured 
adequate data. The District of Columbia on 
the contrary has always been tax conscious 
and has recognized the fact that federal real 
estate represents an important part of its 
exempt assessments. The states of Georgia 
and Alabama enacted legislation in 1939 to 
apply the ad valorem tax to all federal owned 
property and agencies, although these laws 








were never enforced. New Jersey passed a 
similar law in 1943. California has recently 
removed from its constitution the prohibition 
against state taxation of federal property.” 


Your Future Taxes: Gathered recently in 
New York under the auspices of the New 
School of Social Research were some of 
the leading taxmen of the country to discuss 
this intriguing subject before some two hun- 
dred members of the School. Among them 
were proponents and opponents of tax plans. 
In such juxtaposition were H. Christian 
Sonne, co-author with Beardsley Ruml of 
the Ruml-Sonne Tax Plan, and Miss Sylvia 
Porter, financial editor of the New York 
Post; Mr. Harley Lutz, Princeton Univer- 
sity, and Mr. Roy Blough, of the Treasury. 
(Professor Lutz advocates a 5% federal 
sales tax. Last year the Treasury prepared 
a voluminous report analyzing and stating 
the Treasury’s objection to a federal sales 
tax.) 


The careful-thinking and persuasive Mr. 
Randolph Paul, former General Counsel of 
the Treasury, discussed the capital gains 
provisions of the Code. “Since 1921 our tax 
system has distinguished between the com- 
mon garden variety of gains and the kind 
known as ‘capital gains.’ It has also differ- 
entiated between ordinary and capital losses. 
There is, of course, another possible method 
of treating capital gains and losses, and that 
is to ignore them altogether.” 


Mr. Lutz finds that: “A federal sales tax 
of 5% since the year 1929 would have obvi- 
ated any sale of debt to the public through 
1940, even under the scale of expenditures 
that has actually obtained during the years.” 


Mr. Blough in discussing “Our Future 
Taxes” said: “It may be unpalatable, yet it 
is clear that the American public will need 
to become reconciled to a high level of taxes 
after the war.” 


Don't Celebrate Victory 
Until It Is Won! 


Buy More War Bonds 
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INTERPRETATIONS 


Court... Administrative 


SUPREME COURT 


Transfers made by order of court in estate 
of an incompetent.—Prior to decedent’s be- 
ing declared incurably insane, she allowed a 
specified yearly sum to her two daughters 
and to a needy sister, from her own very 
considerable estate. After the adjudication 
of insanity, the court having jurisdiction 
of her estate ordered a much larger amount 
to be paid to the daughters and the guardian 
of decedent’s three grandsons, children of a 
deceased daughter. The payments were based 
on a referee’s report that decedent would 
die intestate; that the daughters and their 
issue would be her only heirs at law; and that 
if she were in possession of her mental facul- 
ties “she would desire that the allowance fixed 
be made,” though no claim was made that it 
was necessary for their support. Payments 
were also ordered to be made to decedent’s 
brother and sisters, who were destitute and in 
need of maintenance. It is held that the part of 
the amounts allowed by the court to be paid 
to the daughters and to the guardian of the 
grandsons, during decedent’s incompetency, 
equal to the amounts allowed by her prior 
to the adjudication, is not includible in de- 
cedent’s estate, but the amount over and 
above such amount is includible in decedent’s 
estate as a transfer in contemplation of death. 
It is further held that payments to the 
brother and sisters were obviously current 
payments for maintenance and support and 
not on account of any share in decedent’s 
intestate estate, and are not includible in 
decedent’s gross estate for taxation purposes. 
S. Ct., City Bank Farmers Trust Company, 
formerly known as The Farmers Loan and 
Trust Company, as Administrator, etc., Peti- 
tioner, v. George T. McGowan, Collector of 
Internal Revenue for the Twenty-eighth Col- 
lection District, New York. 45-1 ustc J 10,162. 


Sale of oil lease and equipment, with res- 
ervation of fractional interest—The lower 
courts held that a sale of an oil lease and 
equipment with reservation of a fractional 
interest is in effect a sublease, and the cash 
received is to be regarded as in the nature 
of an advance royalty, and this holding is 
not in issue. However, as regards the equip- 
ment, the Court holds that since there was 
an absolute sale thereof, there may be offset 
against the proceeds the undepreciated por- 


Interpretations 


® 


tion of the cost. The equipment was depre- 
ciable, not depletable. The Tax Court’s 
holding that the parties intended a cash sale 
of the equipment is not reviewable. Dobson 
v. Com., 44-1 ustc § 9108, 320 U. S. 489, 
followed. S. Ct., W. G. Choate, Petitioner v. 
Commissioner of Internal Revenue. 45-1 UsTC 
q 9153. 


Discretionary payments out of income and 
corpus for benefit of minor beneficiaries.— 
Gifts were made in 1937 by donors, husband 
and wife, to seven irrevocable trusts for the 
benefit of donors’ minor grandchildren. Pro- 
vision was made for accumulating the in- 
come, with the corpus and accumulated 
income to be turned over to the beneficiaries 
at specified times in the future. The final 
distribution of corpus and accumulated in- 
come was to be made when the beneficiaries 
should attain the age of 35 years. Where 
the trustee had the power to invade both 
income and principal for the support, main- 
tenance, and education of the beneficiary of 
each“trust, if necessary, in the exercise of 
the trustee’s discretion, it is held that the 
beneficiaries did not have a right to the 
present enjoyment of the gifts, that they are 
of future interests, and that the $5,000 gift 
tax exclusions are not applicable. S. Ct., 
Ella F. Fondren, and the Estate of W. W. 
Fondren, Deceased, et al., Petitioners v. Com- 
missioner of Internal Revenue. 45-1 ustc 
€ 10,164. 


Claim for refund.—Decedent’s executors 
made a payment on account of estate tax 
in 1934. An estate tax return was filed by 
the executors, in 1935, and the portion of 
the payment made on account, which rep- 
resented the amount of tax shown on the 
return, was applied by the Collector in sat- 
isfaction of the amount of tax assessed under 
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the return. In 1938, the executors filed a 
claim for refund, and the Commissioner then 
assessed a deficiency, which was paid by 
the executors in 1938. Where a second 
claim for refund was filed in 1940, it is held 
that the tax was paid in 1938, when the defi- 
ciency was determined and paid and not in 
1934, when the payment on account was 
made, and, therefore, that the claim for re- 
fund is not barred, having been filed within 
three years of the time of payment of tax. 
S. Ct., Lena Rosenman and the National City 
Bank of New York, a Corporation, as Execu- 
tors of the Last Will and Testament of Louis 
Rosenman, Deceased, Petitioners v. The United 
States. 45-1 ustc J 10,165. 


APPELLATE AND LOWER 
COURTS 


Charitable transfers—Political propaganda 
purposes.—Decedent created three trusts, 
with the trustees authorized to draft and 
promote legislation to carry out the pur- 
poses of the trusts and to form corporations, 
if deemed advisable, to carry out such pur- 
poses. Where the objects of the trusts are 
political to a substantial extent and the cor- 
porations that the trustees may form might 
devote a substantial part of their activities 
to carrying on propaganda it is held that 
the transfers are not entitled to a deduction 
as transfers to be used “exclusively for 
* * * charitable, scientific * * * or edu- 
cational purposes.” CCA-2, James Marshall 
as Executor of the Will of Robert Marshall, 
Deceased, Petitioner v. Commissioner of In- 
ternal Revenue, Respondent. 45-1 ustc ¥ 10,166. 


Refunds and credits: Supplementary claim 
on new ground filed after statutory period.— 
A timely filed claim may be amended to 
make it more specific although the statute 
of limitations has expired, if a proper in- 
vestigation of the first claim would have 
apprised the Commissioner of the facts on 
which the amendment is based. If, however, 
the first claim is specifically based on credit 
due the taxpayer on account of foreign 
taxes but there is nothing therein requiring 
the Commissioner to make a general re-audit 
of the taxpayer’s tax liability, then a claim 
filed after expiration of the statutory period 
based on another ground (loss from retire- 
ment of stock of a foreign subsidiary) will 
not be treated as an amendment of the 
original claim. CCA-2, Socony-Vacuum Oil 
Co., Inc., Plaintiff-Appellant, v. United States 
of America, Defendant-Appellee. 45-1 ustc 
7 9148. 











Improper accumulation of surplus: Final. 
ity of Tax Court finding.—The scope of ju- 
dicial review is extremely limited in a case 
involving improper accumulation of earnings 
for the purpose of preventing imposition of 
surtaxes upon shareholders, and the Tax 
Court’s conclusion that earnings were accu- 
mulated beyond the reasonable needs of a 
business, if not arbitrary, and if supported 
by substantial evidence, is conclusive. 
CCA-2, Gibbs & Cox, Inc., Petitioner v. Com- 
missioner of Internal Revenue, Respondent. 


45-1 ustc J 9154. 


Stock received by partners upon incorpo- 
ration of partnership business.—A transac- 
tion in 1929 whereby a partnership was 
dissolved, and its assets, business and good 
will taken over by a corporation newly 
formed by the partners, who received di- 
rectly its shares of stock in proportion to 
their respective partnership interests, where 
all of the debts of the partnership were 
assumed by the corporation and its undis- 
tributed profits were regarded as a loan by 
the partners to the corporation, was held to 
have resulted in the exchange of partnership 
interests, and not an exchange of interests in 
the assets of the partnership, as found by 
the Tax Court. Since the record consisted 
entirely of documentary evidence not in 
dispute, it is the function of both courts to 
construe the nature of the transaction, and 
such construction is a matter of law. The 
Circuit Court, having found (to the con- 
trary) that taxpayer’s stock was in exchange 
for his partnership interest, holds that upon 
a sale of the stock, taxpayer was entitled, 
under Sec. 117 (c) (1) of the Revenue Act 
of 1936, to tack onto the period during 
which he held the stock the additional period 
during which he had held the partnership 
interest exchanged for the stock. One dissent. 
CCA-3, George H. Thornley and Rebecca WV. 
Thornley (Now Timanus), Petitioners v. 
Commissioner of Internal Revenue, Respond- 
ent. 45-1 ustc J 9139. 


Abandonment of patents: Identifiable 
event.—There was not sufficient evidence of 
abandonment in the taxable year of decedent’s 
interest in a patent and of cement guns manu- 
factured thereunder where a sale by taxpayer 
was shown during such taxable year, and a de- 
duction for that and the following years 
was claimed in his returns for amortization 
of such patents on the basis of their legal 
life. The Court holds that abandonment is 
an identifiable act, and that no affirmative 
act of abandonment was shown by taxpayer 
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in the taxable year. CCA-3, Estate of Walter 
S. Rae, Deceased; Beryl Rae Stiening, Execu- 
trix, Petitioner v. Commissioner of Internal 
Revenue, Respondent. 45-1 ustc { 9144. 


Deductions: Losses: Single investment.— 
Where bank stock and stock of an affiliate 
originally could be transferred only in units 
comprising one share of each corporation, but 
the restriction had been eliminated so that tax- 
payer was enabled to sell its bank stock 
and retain its stock in the affiliate, loss on 
sale of the bank stock cannot be allocated by 
the taxpayer in the absence of competent 
evidence of earnings and net worth of each 
corporation. Such loss must be computed 
and claimed when the balance of the stock 
is sold. CCA-9, Spreckels-Rosekrans Invest- 
ment Company, a: corporation, Appellant, v. 
John V. Lewis, former Collector of Internal 
Revenue of the United States for the First 
District of California, Appellee. 45-1 ustTc 
¢ 9150. 


Deficit from loss on liquidation of subsidi- 
ary.— Where a parent corporation paid divi- 
dends on its stock in 1936 from its earnings 
during that year, all of such dividends are 
taxable to the stockholder, notwithstanding 
that such corporation’s earnings were re- 
duced by the operating deficits taken over 
from the complete liquidation of its wholly 
owned subsidiaries during such year. The 
Court holds that under Sec. 115, 1936 Act, 
such distributions to the stockholders in that 
year are deemed to be from its most re- 
cently accumulated earnings or profits for 
that year, even though they were earned in 
that portion of the year after the distribution 
was made. It was, therefore, immaterial 
that the patent corporation assumed the 
deficits of its subsidiaries during such tax- 
able year. CCA-9, Lorin A. Cranson, Appel- 
lant, v. United States of America, Appellee. 
45-1 ustc J 9152. 


Inventories: Affiliated companies: Addi- 
tion of inter-company charges in separate 
returns.—Taxpayer, engaged in producing, 
refining and marketing crude oil, in making 
its separate returns for 1934 and subsequent 
years, is not entitled to add the transporta- 
tion charges paid its subsidiary pipe line 
company in connection with the value of its 
products included in its opening and closing 
inventories, where in previous years tax- 
payer’s income was shown as part of a 
consolidated return. It was held that tax- 
payer’s opening inventory as of January l, 
1934 should be adjusted to the same figure 
as the closing inventory reported upon such 
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‘ tract price. 


affiliated basis for the calendar year 1933, 
thereby decreasing taxpayer’s opening in- 
ventory for 1934, and its closing inventory 
should likewise be decreased as of December 
31, 1934 to bring the cost of products re- 
maining at that time out of the December 31, 
1933 inventory to the same affiliated cost 
basis. Similar adjustments in taxpayer’s 
separate return for 1935 were also held 
proper to reflect the proper values of its in- 
ventories for that year. Refund denied. 


DC. Tex., Magnolia Petroleum Company, a 
corporation, Plaintiff, v. W. A. Thomas, Col- 
lector of Internal Revenue, Defendant. 
ustc 9146. 


45-1 


Right of subrogation to surety on con- 
struction bond.—A surety on the contractor’s 
performance and payment bonds given pur- 
suant to a contract for the construction of 
a Defense Housing Project is entitled to a 
preliminary injunction against the enforce- 
ment of a lien for Federal taxes on a show- 
ing that the contractor had defaulted on 
his contract, leaving claims of labor and 
materialmen unpaid and an _ unliquidated 
claim for damages pending by the National 
Housing Agency where the amount of funds 
reserved under the contract was insufficient 
to satisfy such claims. It was further held 
that (1) the lien of the United States for 
taxes was not superior to the lien of unpaid 
labor and materialmen to funds retained for 
their benefit, (2) Code Sec. 3653(a) is not 
applicable to a suit by a third person which 
is designed to prevent the Collector from 
taking a person’s money to pay someone 
else’s taxes, and (3) the Surety Company is 
subrogated to the rights of the owner, the 
National Housing Agency and of labor and 
material claimants to the balance of the con- 
DC. Ill, New York Casualty 
Company, a corporation, v. Adolph H. Zwer- 
ner, etc., et al. 45-1 ustc J 9140. 


Payments on guaranty of value of bank 
assets by stockholder.—Taxpayer, receiving 
a large salary as president of a bank, also 
had extensive stock holdings in corporations 
of which he was a salaried officer and director, 
which corporations had, with himself per- 
sonally, large deposit balances in such bank. 
In 1931 taxpayer became a party to certain 
agreements for the purpose of indemnifying 
the bank against loss on the sale of certain 
of its assets as a condition for keeping the 
bank open. It was held that the payment of 
$48,000 by taxpayer in 1936 by reason of 
such indemnifying agreement was a deducti- 
ble loss for that year for the reason that 
such amount was incurred to protect his 
extensive interests and substantial salaries in 
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the various corporations, including the bank 
itself. DC. N. Y., I. Hasbrouck Chahoon, 
Plaintiff, v. Harry M. Hickey, Collector of 
United States Internal Revenue for the Four- 
teenth District of New York, Defendant. 45-1 
ustc J 9142. 


TAX COURT— 
MEMORANDUM OPINIONS 


Estate tax—Transfers in contemplation of 
death — Plan to systematically dispose of 
property.—Decedent, who died in 1940, made 
a gift of property to his wife, in 1928, when 
he was 67 years of age. The gift was made 
primarily to place the property out of his 
ownership, so that it would not be jeopard- 
ized by losses which he might sustain in 
speculative transactions. In 1931, he trans- 
ferred the bulk of his property in trust for 
the benefit of his wife and children, naming 
a bank as trustee. Decedent created the trust 
in order to improve the credit position of a 
business in which he was interested, with the 
bank serving as trustee. In 1936, decedent 
deeded real property to his children in order 
that he might no longer be burdened with its 
care. At his daughter’s suggestion, decedent, 
in addition, created a trust, in 1936, for the 
benefit of his daughter-in-law, as she had 
failed to inherit any property from her par- 
ents. It is held, on the facts, that none of the 
transfers were made in contemplation of 
death, but were part of a plan whereby 
decedent “systematically disposed of nearly 
his entire estate over the succeeding years 
to persons entitled to his bounty”, although 
decedent had been conscious of a heart con- 
dition since he was 25 years of age, which 
knowledge had caused him to be careful of 
his health. 


Estate tax—Liability of trustee for tax.— 
Where decedent, who died in 1940, trans- 
ferred property in trust, in 1931, and the 
transfer was held not taxable as a transfer 
made in contemplation of death, the trustee 
is not liable for any deficiencies in tax im- 
posed upon decedent’s estate. Estate of Wil- 
liam C. Atwater by William C. Atwater, Jr., 
John J. Atwater, Margaret Atwater Olds, and 
David H. Atwater, Executors v. Commis- 
sioner; The Chase National Bank of the City 
of New York v. Commissioner. CCH Dec. 
14,246(M). 


Gift tax—Valuation of stock of close cor- 
poration.—In 1932 four sisters owned 995 
shares of a 1,000 share corporation. They 
formed a voting trust and issued voting 
trust certificates representing the shares of 
the corporation which they owned. In de- 
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termining the fair market value of shares, for 
gift tax purposes, on transfers made in 194] 
by three of the sisters, net earnings, book 
value and dividend paying capacity of the 
corporation were some of the factors taken 
into consideration, in lieu of bona fide bid 
and asked prices, which were not available, 
Emma Clarke Baldwin v. Commissioner. Min- 
nie C. Porter v. Commissioner. Nellie A. Bu- 
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chanan v. Commissioner. CCH Dec. 14,341(M), Esta 
vivors! 
Returns: California community property: — Deced 
Estate in administration.—While her hus- § the inc 
band’s community property was being ad- — the co 
ministered, taxpayer, as executrix, disposed issue, 
of securities owned by the estate at a loss, J and si 
paid taxes on the property, and was in re- dren ¢ 
ceipt of dividends for the estate. In her the sh 
income tax return for the taxable year, tax- Deced 
payer claimed one-half of the recognizable full bl 
loss from sale of the securities, deducted full bl 
one-half of the taxes paid, and reported in ers WI 
her income one-half of the dividends received the tr 
by the estate. She also reported one-half deced 
of her fee as executrix. The Tax Court § nue A 
holds that the income from community prop- inten¢ 
erty during administration is taxable in its J joym 
entirety to the executor and one-half of it @ L. Ch 
may not be returned by the surviving spouse. utor 7 
It follows that the entire loss from sale of : 
estate securities must be taken as a deduc- Inc 
tion by the executor, and one-half the loss tions 
may not be returned by the surviving spouse. asset: 
and the same treatment must be accorded partn 
expenses and taxes paid by the executor. The wate 
Tax Court further holds that the fee paid whic! 
the taxpayer was for services rendered in 50% 
her capacity as executrix, and the full amount ance 
was includable in her income. to th 
Van Fossan dissents, on the ground that po 
in California the surviving spouse is vested ane 
with one-half the community property, not- agret 
withstanding control by an administrator, limit 
and that tax consequences should follow ont 
ownership of such property. Mellott, Arnold, _— 
Disney and Opper agree with the dissent. tee 
Stella Wheeler Bishop v. Commissioner, CCH that 
Dec. 14,321. . 
ties 
Estate tax—Transfer effective at death— cons 
Life insurance-annuity combination.—In 1934 cons 
decedent purchased three single premium One 
“life insurance” contracts, in conjunction with cont 
an annuity contract. The insurance contracts the | 
would not have been issued without the an- was 
nuity contract. Thereafter decedent assigned The 
the insurance contracts to his three sons, but cart 
retained the annuity. Held, the proceeds of or | 
the insurance contracts are includible in de- him 
cedent’s gross estate, following Estate of the 
Cora C. Reynolds, 45 BTA 44, Dec. 12,064, as ms. 
property of which he made a transfer in- CC. 
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tended to take effect in possession or enjoy- 
ment at or after death, or under which he 
retained for life the right to the income from 
the property. Section 811 (c) of the Internal 
Revenue Code. Estate of Walter C. Burr, 
Deceased, Jerome P. Burr and Clinton S. Burr, 
Executors v. Commissioner. CCH Dec. 


| 14,286(M). 


Estate tax—Transfer conditioned on sur- 
vivorship—Remote possibility of reverter.— 
Decedent in 1924 established a trust to pay 
the income to himself for life, and at his death 
the corpus to be distributed to his surviving 
issue, or in default thereof, to his brothers 
and sisters in equal shares, any child or chil- 
dren of a deceased brother or sister to take 
the share allocated to the parent, per stirpes. 
Decedent was survived by a brother of the 
full blood with two children, a sister of the 
full blood with one child, and four half-broth- 
ers with seven children. Held, the corpus of 
the trust is not includible in the estate of the 
decedent under section 302 (c) of the Reve- 
nue Act of 1926, as amended, as a transfer 
intended to take effect in possession or en- 
joyment at or after death. Estate of Francois 
L. Church, Deceased, Edward E. Black, Exec- 
utor v. Commissioner. CCH Dec. 14,287(M). 


Independent existence of two organiza- 
tions with common member: Use of other’s 
assets.—Taxpayer and his two sons were 
partners engaged principally in sewer and 
water works projects under an agreement by 
which taxpayer shared the earnings on a 
50% basis, with the sons dividing the bal- 
ance on the basis of 30% to one and 20% 
to the other. There was no agreement among 
them not to engage in another business or 
enterprise on their own behalf. Later in the 
year, taxpayer entered into another partnership 
agreement with two other parties, which was 
limited to endure until the completion of a 
contract with the United States to construct 
Camp Wallace, but no mention was made of 
any participation of the first partnership in 
that project, although its assets and office facili- 
ties were used in carrying on the business of 
construction of the camp in return for a 
consideration which was less than a fair rental. 
One of the sons worked on the project for the 
contractor and received his salary from him at 
the expense of the Government, which amount 
was not accounted for to the partnership. 
The Tax Court holds that the share of the 
earnings received by taxpayer as a member 
of the second partnership was taxable to 
him individually and not as a partner of 
the family partnership. E. L. Dalton v. Com- 
missioner; Ethel A. Dalton v. Commissioner. 
CCH Dec. 14,325(M). 
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Deductions: Reasonable salary of officer- 
stockholders: Past services: Bonus in pre- 
ferred stock.—Taxpayer conducted a busi- 
ness as mill agent, sales agent, and territorial 
distributor for steel manufacturers. The ulti- 
mate success of that business was found by 
the Tax Court to be due largely to the ability 
and reputation of four officers and to the con- 
fidence of the industry in their integrity. The 
directors for the taxable year voted an in- 
crease of their salaries over previous years 
after taking into consideration that past serv- 
ices rendered by them were inadequately 
paid for. Bonuses were also voted for them, 
payable in cash or stock. It was further 
found that, measured by gross sales (which 
were much higher than in former years), the 
salaries amounted to only 2.9 per cent, and 
that, although they were the principal stock- 
holders, such salaries bore no close relation- 
ship to their stock ownership. The Tax Court 
accordingly approved the deductions of such 
salaries as expenses, and further held that, 
as to the preferred stock accepted by them 
at par as a bonus instead of cash, since no 
greater amount of deduction is claimed than 
taxpayer was obliged to pay as cash, such 
equivalent amount of cash should also be 
allowed as a deduction. Edgcomb Steel 
Corporation v. Commissioner. CCH Dec. 
14,290(M). 


Transfer to bar future husband’s statu- 
tory and curtesy rights.—Decedent trans- 
ferred substantially all of her property in 
trust, in November, 1921, shortly before her 
marriage, reserving a life estate therein. She 
provided that her intended husband should 
receive $50,000 at her death or, in lieu there- 
of at his option, the income from $100,000 
in securities, subject to a power on her part 
to revoke this provision. The balance of 
the corpus was to pass to decedent’s chil- 
dren by a former marriage. Where the 
dominant motive of decedent in creating the 
trust was to bar her intended spouse from 
attaining any interest in her estate as a statu- 
tory heir or by curtesy and to protect the 
interests of her children and their descend- 
ants in her estate in the event of her death 
prior to the death of her intended spouse, 
the transfer is taxable as a transfer made in 
contemplation of death, following Est. of 
B. H. Kroger v. Com., 44-2 ustc § 10,155. 
Estate of Marion S. Gane, Deceased, Fidelity- 
Philadelphia Trust Company and Charles E. 
Swan, Executors v. Commissioner. CCH Dec. 


14,311(M). 


Estate tax—Contemplation of husband’s 
death v. contemplation of own death— 
Shortly after the death of her husband in 
1924, decedent created a trust consisting of 
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her half of the community property. In cre- 
ating the trust, decedent referred to her hus- 
band’s death and to a trust created under his 
will, and to her desire to have the property 
of the trust created by her dealt with sim- 
ilarly to that which he disposed of by his will. 
The same trustee was appointed for the trust 
created by decedent, who died in 1941, as had 
been appointed for the trust created by her 
husband. Although decedent created the trust 
in contemplation of her husband’s death, it 
was not created in contemplation of her own 
death and the corpus is not taxable as the 
subject of a transfer in contemplation of 
death. 


Estate tax—Remote possibility of reverter 
by operation of law.—Where decedent cre- 
ated a trust with a possibility of reverter by 
operation of law dependent upon her sur- 
vival of two children and five grandchildren, 
the transfer in trust is not taxable as a trans- 
fer intended to take effect at or after death. 
Estate of Margaret Eyre Girvin, Deceased, The 
Bank of California, N. A., Executor v. Com- 
missioner. CCH Dec. 14,279(M). 


Deductions: Expenses: Entertaining cus- 
tomers.—A practice followed, while taxpayer 
operated his business as a partnership in for- 
mer years, of allowing to each partner $50.00 
a week for the purpose of promoting the 
business, was adhered to during the taxable 
years while such business, consisting of the 
sale of beer to retail establishments, was op- 
erated by taxpayer alone. This amount was 
incurred in making calls upon the trade for 
the purpose of obtaining new business, elim- 
inating real or fancied complaints of custom- 
ers and creating good will for the product. 
The Tax Court, after finding that at least 
that amount was expended for such purposes 
during the taxable years, holds that such 
weekly allowances were ordinary and neces- 
sary expenses paid in carrying on a trade or 
business within the meaning of Code Sec. 
23 (a) (1) (A). John H. Gorsuch v. Commis- 
stoner. CCH Dec. 14,289(M). 


Losses by corporation in transactions on 
behalf of its stockholders.—Taxpayer cor- 
poration disposed of its oil burner manufac- 
turing business to a new corporation whose 
entire stock was owned by taxpayer’s stock- 
holder and the owner of the patent upon 
which such burner was based. Taxpayer 
agreed as part of such new venture that the 
owner of the patent should receive 5% of the 
net wholesale price of the oil burners actu- 
ally received in cash by the new corporation 
and that it would retain his services at an 
adequate compensation. Prior to the tax- 
able years the new corporation received from 
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taxpayer $66,830.92 and during the taxable 
years $31,891.39, apparently to enable the 
new corporation to carry out its undertak- 
ings. On a finding that the stockholders oj 
taxpayer used taxpayer’s money to finance 
the new venture, the Tax Court holds that 
the amounts charged off in 1940 and 194] in 
the amounts of $8,081.13 and $9,064.22, re. 
spectively, claimed to be owed it by such 
new corporation, are not deductible as bad 
debts or as expenses, there being no obliga- 
tion on the part of taxpayer to pay these 
sums to the new corporation, and there is 
no evidence of any relationship between tax- 
payer’s business and the business activities 
of such corporation which would justify a 
finding that the amounts so expended were 
recessary to the conduct of taxpayer’s busi- 
ness. Independent Oil Company v. Commis- 
sioner, CCH Dec. 14,326(M). 


Compensation for services rendered over 
long period.—Taxpayer, as one of a firm of 
lawyers, was engaged in 1932 to represent a 
client in a claim against a bank, arising out 
of the sale of land on behalf of such client, 
on a contingent fee basis and the deposit of 
$27,500 to cover costs and expenses, with 
the understanding that any amount of such 
deposit remaining after completion of the 
litigation belonged to the law firm. There- 
after, with the consent of the client, various 
amounts of such deposit were applied on 
account of fees, including the receipt of in- 
terest paid on the deposit of such amount 
in the bank, it being further understood 
between the parties, however, that the de- 
posit was held in trust for the client until 
the proper disposition thereof. When re- 
covery was had against the bank in 1940, a 
contingent fee of $121,787.74 was paid. The 
Tax Court holds that taxpayer was not en- 
titled to the benefit of Code Sec. 107, added 
by Sec. 220, 1939 Act, since the several 
amounts received by the law firm prior to 
1940 from such trust deposit must be re- 
garded as fees received by them in the total 
amount of $128,456.60, so that the amount 
of the contingent fee received in 1940 
equalled only 94.8 percent thereof, being .02 
less than the explicit requirement of that 
section. Byron C. Hanna v. Commissioner; 
Daisy May Hanna v. Commissioner. CCH 
Dec. 14,327(M). 


Estate tax—Transfer conditioned on sur- 
vivorship—Remote possibility of reverter.— 
In 1929, decedent created a trust, reserving 
a life estate and providing that the corpus 
should pass to his sisters and his nephew and 
niece and, in the event of their deaths, to 
named successors. If none of the named 
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beneficiaries should survive decedent, the 
corpus was to pass, upon his death, to his 
next of kin then surviving. The lives of 22 
persons intervened before this provision for 
the next of kin could become operative. I[t is 
held that the corpus of the trust is not in- 
cludible in decedent’s gross estate as the sub- 
ject of a transfer to take effect at death, 
following Est. of H. G. Lloyd v. Com., 44-1 
ustc § 10,105, 141 Fed. (2d) 758; F. Biddle 
Trust, CCH Dec. 13,920, 3 TC 382; and Est. 
of B. L. Allen, CCH Dec. 13,921, 3 TC 84; 
and distinguishing Est. of B. Low, CCH Dec. 
13,619, 2 TC 1114. Estate of Frank Hall, De- 
ceased, Irving Trust Company, Executor v. 
Commissioner. CCH Dec. 14,266(M). 


Estate tax—Valuation of stock—Purchase 
agreement—Insurance proceeds credited on 
price—Decedent and his brother entered 
into an agreement, in 1937, for the purchase 
by the survivor of the shares of stock of the 
other in a close corporation, at a price pro- 
vided by the agreement. It was also provided 
that each brother should pay the premiums 
on insurance policies on the life of the other, 
with the purchase price payable by the sur- 
vivor to be reduced by the amount of the 
insurance proceeds payable on the death of 
the other. The wife of each of the brothers 
owned the policies on his life. Upon dece- 
dent’s death, in 1941, a part of his shares were 
sold to others by his executor, with the con- 
sent of the surviving brother, at the same 
price as that provided by the agreement be- 
tween the brothers. The remainder of dece- 
dent’s shares were sold to decedent’s brother 
for an amount which represented the differ- 
ence between the agreement price and the 
insurance proceeds payable on decedent’s 
death. Jtis held that decedent’s shares are to 
be included in his gross estate at their full 
value under the purchase agreement and that 
such value is not to be reduced by the amount 
of the insurance proceeds payable on dece- 
dent’s death and credited against the pur- 
chase price, where it appears that the executor 
did not include the insurance proceeds, in the 
estate, on his return and the Commissioner 
did not assess a deficiency tax against them. 
Estate of Herbert G. Riecker, by Central Han- 
over Bank & Trust Co., as Executor v. Com- 
misstoner. CCH Dec. 14,282(M). 


(1) Individual returns: Community in- 
come: Interpretation of antenuptial agree- 
ment.—Taxpayer’s wife, Martha Ray, in the 
taxable years before her marriage to tax- 
payer, assigned 40% of her “gross earnings” 
to her mother. Taxpayer then waived his 
right to the 40% as a part of their commu- 
nity property. The contract between mother 
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and daughter was ambiguous, however, in 
that personal expenses of the daughter were 
listed, and it was agreed they were to be 
borne by the daughter out of her 60%, but 
there was no mention of business expenses. 
The Tax Court holds, on the basis of testi- 
mony by the mother, and interpreting the 
contract as a whole, that the intention of the 
parties was that the mother would get 40% 
of the net earnings, not gross earnings. 


(2) Deductions: Expenses: Reasonable- 
ness of compensation.—In the taxable years, 
taxpayer, a music composer and leader of an 
orchestra, paid his brother $50 per week for 
his full time services in taking care of tax- 
payer’s library of sheet music, filing it, mak- 
ing additions to it, and delivering it to 
copyists and arrangers. The Commissioner 
disallowed salary payments to the brother 
in excess of $1,300. The Tax Court holds 
that the salary of $2,600 a year was reason- 
able compensation for the services rendered. 


(3) Failure to file return: Return not 
signed.—The Commissioner determined a 
25% penalty against the taxpayer for failure 
to file a valid, sworn-to return in one of 
the taxable years. An accountant, whose 
firm made the return, could not affirmatively 
testify that the return was sworn to. The 
Tax Court holds that failure to swear to a 
return requires addition of the 25% penalty. 
Dave Rose v. Commissioner; David Rose v. 
Commissioner. CCH Dec. 14,315(M). 


Capital gains and losses: Subdividing and 
sale of lots: Liquidation of land holdings.— 
Taxpayer, aged 70 years and in ill health and 
no longer actively engaged in his regular 
business, in 1940 subdivided acreage tracts 
purchased in 1924 and 1932 and during 1940 
and 1942 sold a number of the lots, as 
well as portions of other unsubdivided acre- 
age, through a licensed real estate agent. 
While conceding that the sales in question 
were steps in the liquidation of taxpayer’s 
investment in the lands and that the subdivi- 
sion was made and improvements were in- 
stalled for the purpose of sale at a greater 
price, the Tax Court holds that the liquida- 
tion theory must be rejected in determining 
whether or not taxpayer is carrying on a 
trade or business within the meaning of Code 
Sec. 117 (a) (1). It was accordingly held 
that during the taxable years such lots and 
parcels of real estate were held primarily for 
sale to customers in the ordinary course of 
trade or business, and that they were not 
capital assets within the meaning of that sec- 
tion. John E. Sadler v. Commissioner. CCH 
Dec. 14,276(M). 
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STATE TAX 


ALABAMA 
April 1 
Automobile dealers’ reports due. 
Franchise tax due (delinquent within 30 
days). 
April 10—— 
Automobile dealers’ reports due. 
Last day to file bank income tax returns. 


Oil and gas conservation tax report and 
payment due. 


Reports due from manufacturers, distribu- 
tors and public service licensees of alco- 
holic beverages. 


Tobacco stamp and use tax reports and 
payment due. 
April 15—— 
Carriers’, warehouses’ and transporters’ 
gasoline tax reports due. 


Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 


Motor carriers’ mileage reports and taxes 
due. 
April 20—— 
Automobile dealers’ reports due. 
Carbonic acid gas report and payment due. 


Coal and iron ore mining tax and reports 
due. 


Gasoline tax reports and payment due. 
Lubricating oils tax and reports due. 
Motor fuel tax reports and payment due. 


Sales tax and reports due, including small 
taxpayers. 


Use tax reports and payment due. 


ARIZONA 
April 1— 
Mining corporation reports due. 
April 5— 
Alcoholic beverage licensee’s reports due. 
April 15 
Gross income tax and reports due. 


Motor carriers’ reports and tax due. 
Use fuel tax returns and payments due. 


April 25— 


Gasoline distributors’, consignees’ and car- 
riers’ reports and taxes due. 
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CALENDAR 


ARKANSAS 
April 10—— 
Alcoholic beverage reports and tax due. 
Motor fuel carriers’ reports due. 


Natural resources severance tax and re. 
ports due. 


Property tax returns delinquent after this 
date. 


Statement of purchases of natural re- 
sources due. 
April—Third Monday 
3ank share tax installment due. 
Property tax installment due. 
April 20-—— 
Gross receipts tax and reports due. 


Supplementary gasoline taxes and reports 
due. 


April 25—— 
Motor fuel tax and reports due. 


CALIFORNIA 
April 1 
Beer and wine reports and tax due. 
Gasoline tax and distributors’ reports due. 


due. 


April 15 
Distilled spirits tax and reports due. 
Gasoline tax reports due. 
Personal income tax returns and first in- 
stallment of tax due. 
Private car tax reports due. 
Sales tax and reports due. 
Use fuel tax and reports due. 
Use tax and reports due. 


April 20—— 


Motor carriers’ gross receipts tax due. 


COLORADO 
April 5—— 


Alcoholic beverage manufacturer’s report J 
due. 
Motor carriers’ tax due. 


April 10—— 
Motor carriers’ reports due. 
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April 14— 
Sales tax and reports due. 
Use tax and reports due. 


April 15— 
Coal mine owners’ reports and inspection 
tax due. 
Coal tonnage tax and reports due. 
Income tax return and first installment of 
tax due. 
— Service tax and reports due. 
reports |April 25-—— 
Gasoline tax and reports due. 
April 30-——— 
Last day to pay property tax in one in- 
stallment without penalty. 


ie. 
irst in- 


CONNECTICUT 
April 1 
Cable car, express, telegraph and tele- 
phone corporation tax returns due. 
Foreign insurance company premiums tax 
due. 
Gasoline tax due from distributors. 
Income (franchise) tax and returns due. 
April 10—— 


Cigarette distributors’ inventory report 
due. 


April 15—— 
Gasoline distributors’ and use fuel reports 
due. 


April 20—— 
Alcoholic beverage tax and reports due. 


agazine state Tax Calendar 


report § 


DELAWARE 
April 1 
Franchise tax due and payable until July 1. 
Motor vehicle registration fees due. 
Railroad tax installment due. 
April 15—— 
Alcoholic beverage manufacturers’ and 
importers’ reports due. 
Filling station gasoline tax reports due. 
April 25 
Quarterly warehouse reports due. 
April 30 
Carriers’ gasoline reports due. 
Distributors’ gasoline tax and reports due. 


Last day to file income tax information 
and pay tax. 


Payment of withholding tax under war 
emergency gross income tax due. 


DISTRICT OF COLUMBIA 
April 10 
Alcoholic beverage manufacturers’, whole- 
salers’ and retailers’ reports due. 
Beer manufacturers’ and wholesalers’ re- 
ports due. 
April 15— 
Beer tax due. 
Income tax returns and first tax install- 
ment due. 
April 25—— 
Gasoline tax and reports due. 


FLORIDA 
April 1 
Property tax (including intangibles) re- 
turns due. 
April 10— 
Agents’ and wholesale dealers’ cigarette 
tax reports due. 
Manufacturers’ and dealers’ alcoholic bev- 
erage reports and payments due. 


April 15—— 
Gasoline sales and use taxes and reports 
due. 
Transporters’ and carriers’ alcoholic bev- 
erage reports due. 
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GEORGIA 
April 3—— 

Soft drink syrups returns and taxes due. 
April 10—— 


Automobile dealers’ reports due. 
Cigar and cigarette tax reports due. 


April 15 
Malt beverage tax and reports due. 
April 20-—— 


Gasoline tax and reports due. 











IDAHO 









April 10—— 
Beer excise tax reports due. 
April 15 
Electric power company tax and reports 
due. 


Gasoline tax and reports due. 
Motor carriers’ gross receipts tax—quar- 
terly installment—due. 

















ILLINOIS 


April 1 
Lien of real property tax attaches. 
Private car line companies’ returns due. 
Railroads’ information returns on private 

car line companies due. 


April 10 

Motor carriers’ mileage tax due. 

April 15—— 

Cigarette tax returns due. 

Last day to make manufacturers’, import- 
ing distributors’ and warehousemen’s 
reports of alcoholic beverages. 

Public utility tax and reports due. 

Sales tax and reports due. 

April 20—— 
Gasoline tax and reports due. 
April 30—— 


Transporters’ gasoline tax reports due. 
















INDIANA 
April 1—— 


Foreign bridge and ferry company prop- 
erty tax returns due. 


April 15—— 
Fuel use tax report and payment due. 


280 








April 20—— 
Bank and trust company intangibles tax 
due. 
Bank share tax due. 
Building and loan associations’ intangibles 
tax and reports due. 
April 25— 
Carriers’ gasoline tax reports due. 
Gasoline tax and reports due. 
April 30—— 
Gross income tax and reports due. 


IOWA 







April 1— 

Bank share tax delinquent. 

Motor carrier’s compensation 
(second installment). 

Pipe line company property tax reports 
due. 

Property tax (first installment) delinquent. 

Railroad property tax reports due. 


April 10—— 
Carriers’ gasoline tax reports due. 
Cigarette vendors’ reports due. 


Class A permittees’ beer tax and reports 
due. 


April 20—— 
Gasoline tax and reports due. 


Sales tax and reports due. 
Use tax and reports due. 


tax due 


KANSAS 
April 5—— 
Cigarette wholesalers’ reports due. 
April 10—— 
Malt beverage tax and reports due. 
April 15—— 


Carriers’ gasoline tax reports due. 

Compensating tax and reports due. 

Income tax return and first installment of 
tax due. 

Motor carriers’ gross ton mileage tax and 
reports due. 


April 20—— 
Motor carriers’ property tax returns due. 
Sales tax and reports due. 


Special fuel use tax reports and payments 
due. 


April 25— 


Gasoline tax and reports due. 


March, 1945 @ TAXES—The Tax Magazine 














Sta 


es tax 


igibles 


< due 
eports 


quent, 


eports 


5 due. 


ments 


KENTUCKY 
April 10—— 
Amusement and entertainment tax and re- 
ports due. 
Cigarette tax reports due. 


Refiners’ and importers’ gasoline tax re- 
ports due. 


April 15 

Alcoholic beverage reports due. 

Corporation license tax reports due. 

Income tax returns and first tax install- 
ment due. 

Motor vehicle fuel (other than gasoline) 
tax and reports due. 

Passenger carriers’ mileage tax due. 

Public utility gross receipts tax and re- 
ports due. 


April 20-—— 
Oil production tax and reports due. 
April 30-——— 


Dealers’ and transporters’ gasoline tax 
and reports due. 


LOUISIANA 
April 1 
Property tax returns due. 


Public utilities’ annual reports due. 
Tobacco wholesalers’ reports due. 


April 10— 


Alcoholic beverage importers’ reports due. 
Importers’ gasoline tax and reports due. 
Importers’ kerosene tax reports due. 
Importers’ lubricating oils tax reports due. 


April 15—— 

Alcoholic beverage carriers’ reports due. 

Carriers’ gasoline tax reports due. 

Carriers’ kerosene tax reports due. 

Carriers’ lubricating oils tax reports due. 

Gift tax returns due. 

Intoxicating liquor manufacturers’ 
dealers’ reports due. 

Tobacco tax reports due. 


April 20—— 

Alcoholic beverage reports due. 

Dealers’ gasoline tax and reports due. 

Dealers’ kerosene tax and reports due. 

Dealers’ lubricating oils tax and reports 
due. 

Fuel use tax and reports due. 

New Orleans sales and use tax and re- 
ports due. 

Petroleum solvents reports due. 

State sales and use tax returns and pay- 
ments due. 


State Tax Calendar 


and 


April 30—— 
Gas gathering tax and reports due. 
Petroleum products tax and reports due. 
Public utility and pipe line taxes and re- 
ports due. 
Severance tax and reports due. 


MAINE 
April 10—— 
Malt beverage reports due from manufac- 
turers and wholesalers. 
April 15 
Bank share tax reports due. 
Last day for telephone, telegraph, street 
railway and railroad companies to make 


reports. 
Use fuel tax and reports due. 


April 30—— 
Gasoline tax and reports due. 


MARYLAND 
April 10 
Admissions tax due. 


April 15—— 
Domestic corporation franchise tax and 
reports due. 
Foreign corporation reports and filing fees 
due. 
Income tax returns and first tax install- 
ment due. 


April 30—— 
Beer tax and reports due. 
Gasoline tax and reports due. 


Reports due of motor fuel purchased in 
cargo lots. 


MASSACHUSETTS 


April 10—— 
Alcoholic beverage tax and reports due. 
Excise (income) tax return and first tax 
installment due. 
Meals excise tax and reports due. 


April 15—— 

Cigarette distributors tax and reports due. 
April 30—— 

Gasoline tax and reports due. 


MICHIGAN 
April 1—— 
Chain store tax due. 
Severance tax and reports due. 








April 5—— 

Carriers’ gasoline tax reports due. 
April—Second Monday—— 

Bank share tax reports due. 
April 15—— 

Sales tax and reports due. 

Use tax and reports due. 


April 20—— 
Distributors’ gasoline tax and reports due. 
Severance tax reports delinquent. 


MINNESOTA 
April 1 
Last day to file foreign corporation re- 
ports and pay fees. 
April 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. 
April 15—— 
Interstate motor carriers’ mileage tax and 
report due. 
Withholding agents’ reports and payments 
due. 
April 23—— 
Gasoline tax and report due. 
April 30—— 
Insurance company premiums tax due. 





MISSISSIPPI 





April 1 
Bank share tax reports due. 


Car company property tax returns due. 
Property tax returns due. 


April—First Monday. 





Railroad and public utility property tax 


returns due. 
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April 3 
Factory reports due. . 
































Coal 
April 10—— Last 
Admissions tax and reports due. La? 
+ Oil I 
Brewers’ reports due. Tel 
ele 
April 15—— an 
Gasoline tax and reports due. 
Manufacturers’, distributors’ and whole- 
salers’ tobacco tax reports due. 
Retailers’, wholesalers’ and distributors’ Ancil 
light wine and beer reports due. i 
Sales tax and reports due. Ban 
Timbers severance tax and reports due, Rail 
Use tax and reports due. April 
April 25—— Alc 
Oil severance tax report and payment due, G be 
zas 
Imi 
MISSOURI List 
ti 
April 5—— ; 
Non-intoxicating beer permittees’ reports April 
due. Car 
April 15—— 
Alcoholic beverage sales reports due. 
Retail sales tax and reports due. aie 
pril 
April 25—— Pe 
Use fuel tax and reports due. April 
April 30— se 
Gasoline reports and tax due. 
Apri! 
Ca 
MONTANA : 
Apri 
April 1—— Ft 





First day to file foreign corporation county 
reports due before May 31. 

Moving picture theatre licenses issued and 
tax due. 

Railroad property tax returns due. 
















Brewers’ and liquor wholesalers’ tax and A 
reports due. pr 
Electric company reports and taxes due. M 
Gasoline tax and reports due. 
Metalliferous mines license tax reports 
due. Apr 
Motor carriers’ additional fees due. 1 
Personal income tax returns and first tax U 
installment due. 
Ap 
Producers’, transporters’, dealers’ and re- 
finers’ crude petroleum reports due. I 








whole- 


butors’ 


due, 


‘eports 


county 


ed and 


ax and 
»s due. 


“eports 


ind re- 
ue. 


gazine 


April 30-—— 
Coal mine operators’ tax and reports due. 
Last day for express and freight line com- 
panies to file reports. 
Oil producers’ license tax reports due. 
Telegraph and natural gas company tax 
and reports due. 


NEBRASKA 


April 1—— 
Bank share tax reports due. 
Railroad property tax returns due. 
April 15 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ reports due. 
Gasoline tax and reports due. 
Imitation butter tax and reports due. 
Lists of stockholders of foreign corpora- 
tions due. 
April 20—— 
Car company reports due. 


NEVADA 
April 1 
Petroleum products reports and fees due. 


April—Ten Days after First Monday 


Toll road and bridge quarterly tax and 
reports due. 


April 15 
Carriers’ gasoline tax reports due. 
April 25 


Fuel users’ tax and reports due. 
Gasoline tax and reports due. 


NEW HAMPSHIRE 
April 1 ‘ 
Corporation reports and fees due. 
April 10—— 
Manufacturers’, wholesalers’ and permit- 


tees’ alcoholic beverage reports due; 
permittees’ payments due. 


April 15 


Last day to file property tax returns. 
Use fuel tax and reports due. 


April 30—— 


Carriers’ reports of motor fuel deliveries 
due. 


Distributors’ gasoline tax and reports due. 


State Tax Calendar 


NEW JERSEY 
April 1 
Marine insurance company reports due. 


Motor vehicle registration and fees due. 
Railroads’ revenue schedules due. 


April 10—— 
Excise tax and reports due from inter- 
state busses. 
Gross receipts reports and tax due from 
busses and jitneys in municipalities. 


April 15— 


Alcoholic beverage taxes and reports due 
from manufacturers, distributors, trans- 
porters, warehousemen and importers 


April 20—— 
Alcoholic beverage retail consumption and 


distribution licensees’ reports and taxes 
due. 


April 30— 


Carriers’ gasoline tax reports due. 
Distributors’ gasoline tax and reports due. 


NEW MEXICO 
April 1 
Income tax information returns due. 
April 15—— 
Income tax reports and first tax install- 
ment due. 
Occupational gross income tax and re- 
ports due. 
Oil and gas conservation tax reports due. 
Severance tax and reports due. 
April 20—— 


Electric, gas, steam and water company 
quarterly gross receipts fees due. 
Motor carriers’ tax and reports due. 


April 25 
Gasoline tax and reports due. 
Use or compensating tax and reports due. 


April 30 


Oil and gas production tax net value re- 
ports due. 
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NEW YORK 





April 1 

Foreign insurance company premiums tax 
and reports due. 

New York City property tax (semi-annual 
installment) due. 


April 15—— 
Personal income tax returns and first tax 
installment due. 
Unincorporated business tax and returns 
due. 
April 20—— 
Alcoholic beverage reports and taxes due. 
New York City retail sales tax and returns 
due. 
New York City use tax and returns due. 
April 25—— 
New York City conduit company tax and 
reports due. 
New York City public utility excise tax 
and returns due. 
April 30—— 
Gasoline tax and reports due. 


NORTH CAROLINA 





April 1 
Installment paper dealers’ tax and reports 
due. 
Insurance agents’ and brokers’ tax due. 
April 10—— 
Carriers’ gasoline tax reports due. 
Railroads’ alcoholic beverage reports and 
taxes due. 
Unfortified wine additional tax and re- 
ports due. 
April 15—— 
Sales tax and reports due. 


Spirituous liquor tax due. 
Use tax and reports due. 
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Franchise carriers’ and haulers’ reports Airpor 
and taxes due. due. 

Gasoline and other motor fuels taxes and Alcohe 
reports due. 

, April 15- 
April 3¢ Gasoli 
Electric light, street railway, gas, water, Sales 
sewerage and telephone company taxes . 

and reports due. April 20 
Coal 1 
Gasoli 
Cigarette stamp tax reports due. April 30 
Last day for filing foreign corporation re- Cotto 
ports. due 
. C 7: 
April 15—— — 
Alcoholic beverage tax and reports due. 
Gasoline tax and reports due. 
Interstate motor carriers’ tax due. 
Motor carriers’ permit fees due. April 1- 
April 20—— Excis 
Sales tax and reports due. = 
Use tax and reports due. —— 
au¢ 
Publi 
OHIO April 1 
April 1— Oil f 
Motor vehicle registration and tax due April 1 
before this date. = 
Pers 
April 10— ins 
Admissions tax and reports due. April 2 
Class A and B permittees’ alcoholic bever- At 
age reports due. —_— 
Mot 
April 15—— Use 
Cigarette use tax and reports due. April : 
Small loan companies’ reports due. —_ 
Use tax and reports due. 
April 20—— 
Dealers’ gasoline tax reports due. 
; April 
April 30—— Em 
Carrier’s gasoline tax reports due. - 
Gasoline tax due. n 
Pitt 
OKLAHOMA April 
: Ma 
April 1 Sei 








Oil, gas and mineral gross production tax 
and reports due. 





























April §-—— En 
Operator’s reports of mines (other than y 

coal) due. ii 
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April 10—— 
Airports’ gross receipts tax and reports 
due. 
Alcoholic beverage tax and reports due. 


April 15-—— 
Gasoline tax and reports due. 
Sales tax and reports due. 
April 20—— 
Coal mine operators’ reports due. 
Gasoline distributors’ reports and tax due. 
Use fuel oil tax and reports due. 
Use tax and reports due. 
April 30-——— 
Cotton manufacturers’ tax and reports 
due. 
Oil and natural gas information reports 
due. 


OREGON 
April 1 


Excise (income) tax returns and first tax 
installment due. 
Foreign insurance company premiums tax 
due. 
Public utility reports due. 
April 10—— 
Oil production tax and reports due. 
April 15—— 
Personal income tax return and first tax 
installment due. 
April 20-—— 
Alcoholic beverage tax and reports due. 


Motor carriers’ tax and reports due. 
Use fuel tax and report due. 


April 25—— 
Gasoline tax and report due. 


PENNSYLVANIA 
April 1 
Employers’ annual reports due on taxes 
withheld at source under Philadelphia 
income tax law. 
Pittsburgh propery tax delinquent. 
April 10—— 
Malt beverage reports due. 


Spirituous and vinous liquor importers’ 
reports due. 


April 15—— 


Employers’ monthly returns due on tax 
withheld at source under Philadelphia 
income tax law. 


State Tax Calendar 


Income (corporate) tax returns and first 
tax installment due. 
Manufacturers’ alcoholic beverage tax and 
reports due. 
April 30-—— 
Gasoline tax and reports due. 


RHODE ISLAND 
April 1 
Bank income taxes and reports due. 
Insurance company premiums tax and re- 
turns due. 
Utilities’ gross earnings taxes and reports 
due. 
April 10—— 
Manufacturers’ alcoholic beverage reports 
due. 
Tobacco products tax reports due. 
April 15—— 
Gasoline tax and reports due. 
April 30—— 
Reports due from corporations employing 
five or more persons. 


SOUTH CAROLINA 


April 1—— 
Chain store tax and returns due. 
Domestic corporation license tax due. 
April 10—— 
Admissions tax reports and payment due. 
Beer and wine wholesalers’ reports due. 
Last day to file power tax return and pay 
tax. 
Soft drink tax and report due. 


April 20—— 
Gasoline tax and reports due. 
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SOUTH DAKOTA 





April 1 
Passenger motor carriers’ tax due. 


April 15—— 
Alcoholic beverage sales reports due; tax 
due 30 days later. 


Gasoline tax reports due; tax due 30 days 
later. 


Sales and use taxes and reports due. 
Use fuel tax and reports due. 


April 30—— 
Mineral products severance tax and re- 
ports due. 


TENNESSEE 





April 1 
Cottonseed oil mill reports due. 
Motor vehicle registration and fees due. 
Public utility annual inspection fees due. 
April 10 
Barrel beer tax due. 
Carriers’ gasoline tax reports due. 
Cigarette distributors’ reports due. 
Last day to file alcoholic beverage reports. 
April 15 
Use fuel reports due. 








April 20—— 
Bank share tax reports due. 
Distributors’ gasoline tax reports due. 
Liquid carbonic acid gas tax due. 
Property tax returns due. 


TEXAS 





April 1 
Commercial and collection agency tax and 
reports due. 


Luxury excise tax and reports due on new 
radios, cosmetics and playing cards. 


Motor bus, motor carrier and contract 


carrier gross receipts tax and payment 
due. 


Motor vehicle registration fees due. 
Public utility tax and reports due. 
Sulphur production tax and reports due. 
Textbook publishers’ tax and reports due. 
April 10—— 
Cigarette distributors’ reports due. 
April 15—— 
Oleomargarine tax and reports due. 
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April 20—— 

Gasoline taxes and reports due. 

Liquefied gas and liquid fuel use tax and 
reports due. 

Motor fuel and use fuel tax and reports 
due. 

Oil and gas well servicers’ reports and 
tax due. 


April 25 

Admissions tax and reports due. 

Carbon black production tax and reports 
due. 

Natural gas production tax and reports 
due. 

Oil production tax and reports due. 

Theatre prize and award tax and reports 
due. 


April 30—— 
Last day to file bank share tax reports. 


Last day to file property tax returns. 
Oil carriers’ report due. 





UTAH 
April 10— 


Carriers’ use fuel tax reports due. 
Liquor licensees’ reports due. 


April 15 
Use fuel tax and reports due. 
April 25—— 
Carriers’ reports of motor fuel deliveries 
due. 
Distributors’ and dealers’ motor fuels tax 
and reports due. 









VERMONT 





April 1 


Foreign corporations’ certificates to do 
business expire. 
Motor vehicle registration and fees due. 


April 10 
Alcoholic beverage tax and reports due. 
April 15—— 


Electric light and power company reports 
and tax due. 


Railroad, transportation and_ telephone 
company taxes due. 


April 20—— 


Last day to file property tax returns. 
National banks’ deposits reports due. 


April 30-—— 
Gasoline tax and reports due. 
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VIRGINIA 


April 1 
Insurance company premiums tax due. 
Motor vehicle registration and fees due. 
April 10—— 


Beer dealers’, bottlers’ and manufacturers’ 
reports due. 


April 15—— 


Corporation and partnership income tax 
returns due. 


Income information returns due from cor- 
porations and partnerships. 


April 20—— 
Carriers’ gasoline tax reports due. 
Use fuel tax and reports due. 
April 30-—— 
Gasoline tax and reports due. 


WASHINGTON 
April 1—— 
Public utility special reports and fees due. 


Steamboat companies’, wharfingers’ and 
warehousemen’s taxes and reports due. 


April 10—— 


Brewers’, distillers’, manufacturers’ and 
wineries’ reports due. 


April 15—— 


Auto transportation company reports and 
taxes due. 


Butter substitutes reports and taxes due. 
Carriers’ gasoline tax reports due. 


April 20—— 
Use fuel reports and tax due. 
April 25—— 


Fuel oil reports and tax due. 
Gasoline tax reports and tax due. 


April 30——— 
Express company reports due. 


WEST VIRGINIA 
April 1—— 


Public service corporation property tax 
returns due. 


Public utility taxes and reports due. 


April 10—— 
Alcoholic beverage tax and reports due. 
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April 15—— 
Sales tax reports and payment due. 
April 30—— 


Foreign and non-profit corporation reports 
due. 

Gasoline tax reports and payment due. 

Occupational gross income tax quarterly 
reports and payment due. 


WISCONSIN 
April 1 
Beer tax reports due. 


Last day for domestic corporations to file 
reports. 


Last day for foreign corporations to file 
reports. 


Motor carriers’ flat tax due. 


Passenger motor vehicle registration and 
fees delinquent. 


Street railway, light, heat, power, con- 
servation and regulation company re- 
ports due. 

April 10—— 

Alcoholic beverage tax reports due. 

Oleomargarine tax and reports due. 

Tobacco products tax and returns due. 

April 20—— 

Gasoline and diesel fuel tax and reports 

due. 
April 30-—— 
Privilege dividend tax and returns due. 


WYOMING 
April 1—— 
Bank share tax reports due. 


Pipe line company property tax returns 
due. 


Public utility property tax returns due. 
Telegraph and telephone company prop- 
erty tax returns due. 
April 10—— 
Carriers’ gasoline tax reports due. 
April 15—— 
Dealers’ gasoline tax reports due. 
Sales tax and reports due. 
Use tax reports and payment due. 
Wholesalers’ gasoline tax and reports due. 
April 20—— 
Motor carriers’ tax and reports due. 


indie, | 
~ 


223 


ge tszi 





April 15—— 
Corporation income tax and excess profits 


tax returns due for fiscal year ended 
January 31. Forms 1120 and 1121. 


Entire income-excess profits taxes or first 
quarterly installment due on returns for 
fiscal year ended January 31. Forms 
1120, 1121, 1120H, 1120L. 


Entire income tax or first and second quar- 
terly installments due under general ex- 
tension (citizens abroad, etc.) for fiscal 
year ended October 31, with interest at 
6% from January 15 on first installment. 
Form 1040 or 1120. 


Entire income tax or first and second quar- 
stallment due on returns of nonresidents 
for fiscal year ended October 31. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 


Fiduciary income tax return due for fiscal 
year ended January 31. Form 1041. 


Foreign partnership return of income due 
by general extension for fiscal year 
ended October 31. Form 1065. 


Individual income tax returns due by gen- 
eral extension for fiscal year ended Oc- 
tober 31, in case of American citizens 
abroad. Form 1040, 1040A. 


Individual income tax return due for fiscal 
year ended January 31. Form 1040, 
1040A. 


Last quarterly income tax payment due on 
returns of nonresidents for fiscal year 
ended January 31, 1941. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 


Life insurance company income tax re- 
turns due for fiscal year ended January 
31. Form 1120L. 


Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for March. Form 
957. 

Nonresident alien individual income tax 
return due for fiscal year ended October 
31. Form 1040B. 


Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended October 31. Forms 
1040NB, 1040NB-a. 


Nonresident foreign corporation income 


tax return due for fiscal year ended Oc- 
tober 31. Form 1120NB. 
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Partnership return of income due for fiscal 
year ended January 31. Form 1065. 






Resident foreign corporations and domes- 
tic corporations with business and books 
abroad or principal income from U. §, 
possessions—returns due for fiscal year 
ended October 31, by general extension, 
Forms 1120 and 1121. 


Second quarterly income-excess profits 
tax payment due for fiscal year ended 
October 31. Forms 1120, 1120H, 1120L, 
1121. 


Second quarterly income tax payment due 
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Excise taxes on lubricating oils, matches, 
and gasoline due for March. Form 726. 





Excise taxes on sales due for March. 
Form 728. 


Processing taxes on oils due for March. 
Form 932. 


Retail dealers’ excise tax and returns due 
for March on jewelry, etc., furs and 
toilet preparations. Form 728A. 

Sugar (manufactured) tax due for March. 
Form 1 (Sugar). 

Tax on bowling alleys, billiard and pool 
rooms and coin operated amusement 
and gaming devices due for March, if 
liability incurred. Form 11B. 
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Guest Editorial, continued 

spend for war veterans, foreign relief, de- 
jense, debt, and public works. These are 
the items above those we used to consider 
a normal $4,000,000,000 Government. 


We are collecting about $46,000,000,000 
in wartime taxes. If we spend $23,000,009,000 
we could reduce our tax collections 50 per- 
cent and still balance the budget on our 
present basis of national income. Actually, 
itis not as easy as that. Taxation, budget- 
ing, and spending by the Federal Government 
have an effect on our national income. Now, 
please don’t anyone say that we plan to cut 
post-war taxes in half. It might be good 
politics to say it, but it would be dishonest 
and a disservice. I hope we can do it. The 
mly honest way is through economy in 
Government spending and prosperity shared 
by labor, agriculture, and industry. 

The Joint Committee on Taxation, repre- 
senting the House Ways and Means Com- 
mittee and the Senate Finance Committee, 
is giving the entire tax structure and our 
post-war problems a careful and close study. 
It has assigned its staff, directed by the very 
able and overworked Colin F. Stam, to the 
details of this tremendous task. 


The joint committee, by a resolution, re- 
quested the Treasury to devote their full 
energy to this problem. Their tax econo- 
mists and experts are cooperating whole- 


heartedly. Every possible effort is being 
made to gather in the ideas of tax-minded 
persons and groups. 


Probable post-war budgets are being set 
up and from this long study, which started 
back in June and July of last year, the 
Congress will be furnished the basic facts, 
data, and information on which to proceed 
and write the changes in our tax laws. 


I have consistently advocated a Federal 
tax commission, a commission composed of 
representatives of agriculture, labor, busi- 
ness, and industry, individual taxpayers and 
consumers, tax accountants, tax lawyers and 
tax economists, this committee to cooperate 
as a fact-finding and advisory committee to 
the Congress. 

Congress can write a tax bill but it must 
be acceptable to our people. We need the 
wide experience and broad views of every 
group. We must have the whole-hearted 
cooperation of labor, agriculture, and in- 
dustry. 


My anxiety is that the best tax plan bear 
the widest approval of the Nation, because 
it is the plan of most general approval that 
is going to be your tax law, perhaps the tax 
basis for generations to come. 


Don’t personalize your tax complaints. 
Fit them in with the tax problems of others. 
Judge them in terms of national welfare. 


Hon. Frank Carlson 
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